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THE FINANCIAL SERVICES COMPETITIVENESS 
ACT OF 1995 



tuej^ay, june 6, 1996 

House op Rephesentatives, Committee on Commerce, 
Subcommittee on Telecommunications and Fi- 
nance, AND the Subcommittee on Commerce, 
Trade, and Hazardous Materials, 

Washington, DC. 

The subcommittees met, pursuant to notice, at 10 a.m,, in Room 
2123, Ra^bum House Office Building, Hon. Jack Fields [chairman 
of the ^bcommittee on Telecommunications and Finance] and 
Hon. Michael G. Oxley [chairman of the Subcommittee on Com- 
merce, Trade, and Hazardous Materials], cochmring. 

Members present, Subcommittee on Telecommunications and Fi- 
nance: Representatives Fields, Oxley, Moorhead, Steams, Cox, 
Deal, Frisa, White, Cobum, Bliley (ex officio), Markey, Gordon, and 
Dingell (ex officio). 

Members present. Subcommittee on Commerce, Trade, and Haz- 
ardous Materials: Representatives Oxley, Fields, Upton, Whitfield, 
Gfmske, Frisa, Norwood, White, Bliley (ex officio), Markey, Brown, 
and Dingell (ex officio). 

Staff" present: Robert Gordon, m^'ority counsel; David Cavicke, 
majority counsel; Stephen A. Blumenthal, majority counsel; Jeffrey 
Duncan, minority counsel; Consuela Washington, minority counsel; 
and Timothy Forde, minority counsel. 

Mr. Fields. Good morning. Today the Subcommittee on Tele- 
communications and Finance and the Subcommittee on Commerce, 
Trade, and Hfizardous Materials will hold our first joint hearing on 
H.R. 1062, the Financial Services Competitiveness Act of 1995. Fi- 
nanci£il services reform is an issue that has been revisited every 
few years for the last 2 decades. Extensive changes have been pro- 
posed but consensus and success in the legislative process have 
eluded us. This year that will be different. 

H.R. 1062 was reported out of the Banking Committee on M^ 
18 and referred in its entirety to the Commerce Committee. We 
will be holding an additional hearing on June 8, and the full com- 
mittee will report out legislation before June 22. Considering the 
importance and the complexity of the restructuring of the capital 
raising mechanism of our country, the task that has been set for 
us by Speaker Gingrich is enormous, and we will rise to the chal- 
lenge. 

In our review of this legislation, we ask to consider the wisdom 
of allowing banks, securities firms, and insurance companies to 
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deal in each other's products and services as if this was not already 
the case. 

In fact, existing law, no matter what the original congressional 
intent was, hfts not been effective in sepsirating banking from non- 
banking financial activities. Banking organizations already partici- 
pate in private placement of securities, mutual funds sales, dis- 
count brokerage, investment advisory services, the distribution of 
asset-backed securities, and through section 20 subsidiaries, many 
other securities activities, including underwriting corporate equity 
and debt. 

On the other hsind, diversified financial service organizations, 
having been built around the nucleus of a securities broker-dealer 
or an insurance company, frequently own any number of limited 
puipose banks through which they make consumer lo£tns, offer 
credit cards, and perform a host of other traditional banking func- 
tions. 

The question for Members of Congress is a simple question. Are 
we going to continue to permit a fraying patchwork quilt of regula- 
tion to distort the development of markets or are we going to ra- 
tioneilize the system of regulation and open the opportunities of 
new markets to all? Imposing well thought out requirements for re- 
moving the remmning restrictions that prevent the interface of 
banking, securities, and insurance will ensure that the liberaliza- 
tion process will be accomplished while bank safety and soundness 
is maintained and other participants in the financial markets are 
able to compete. 

The ultimate goal, of course, is to encourage these firms to de- 
velop and offer new and better financial products and services to 
their customers. This is pftrticularly important eis trends show, in- 
creftsingly, people in this countiy must be responsible for their own 
financial security. Never in our history have the needs of the popu- 
lation for a greater diversity of financial products so intersected 
with the desire of the financial service industry to provide those 
products to the consumers. 

Our subcommittee will not report out a banking reform bill hut 
ratiier a financial services reform bill. If history teaches us any les- 
son in this field, it is that banks are pretty good salesmen of securi- 
ties and insurance and that brokers and insurance companies make 
pretty good bftnkers. We are dealing with one market for financial 
services and the competition is only over who gets to divide the pie 
into how many slices. 

H.R. 1062, the Financial Services Competitiveness Act of 1995, 
is at once evolutionary and revolutionary. It provides a framework 
for the efficient integration of the securities and banking indus- 
- tries, a legislative goal sought long before many of us were elected 
to Congress. It accomplishes this oy using the existing regulatory 
structure of functional regulation of bank holding companies and 
their broker-dealer subsidiaries. 

Clearly the intent is to minimize disruption of existing business 
entities, allowing people to continue to do business as they have 
been whenever possible. Billions of dollars of securities business is 
currently being done by banks, and billions of dollars of banking 
business is currently being done by brokers. We are not writing on 
a clean slate. The advantage of working within a familiar regu- 
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latory environment with an established body of law and regulation 
is that it can be most easily adapted to the special needs and cir- 
cumstances of the newlv merged industries ana its pftrticipants. 

Although I find myself in agreement with much of the legislation, 
I have concerns about competitive and regulatory inequalities that 
are contained within some of its provisions. The desire to accommo- 
date existing business practices often runs headlong into conflict 
with our desire to rationalize the regulation of these industries. We 
must insist upon symmetry in our legislation. 

People engaged in the ssmie business should be subject to the 
same regulation. Regulatory arbitrage is not an acceptable source 
of additional profits. We may allow flexibility in the way these com- 
pauiies structure their organizations, but not in the manner in 
which rules that protect investors and taxpayers are developed and 
enforced. The hearing we hold today addresses exactly this issue. 

We welcome our distinguished panel of witnesses and thank 
them for taking time. Now I will recognize other members. 

I will first recognize the chairman of the full committee, Chair- 
man Bliley, the gentleman from Vii^inia. 

Mr. Bulky. I thank you, Mr. Chairm2in. I have lost count on how 
many opening statements I have given in committee hearings call- 
ing for Glass-Steagall reform, so I will make my statement a short 
one because my positions are well known. 

I support and have always supported legislative efforts to mod- 
ernize the regulation of our finfmcial services industiy. I do so be- 
cause I believe that it is our duty as elected representatives to 
oversee the regulation of these markets and remove impediments 
to their evolution. We must take these actions after careful consid- 
eration and in a mtmner that does not reduce investor or depositor 
protection. 

The removal of restrictions must also be done in a way that does 
not inadvertently direct the development of the marketplace by giv- 
ing an unjustified advantage to one set of participants. Change on 
this order of magnitude and direction of nationsil policy in finEmcizil 
services reform must be the exclusive province of we, the elected 
representatives. Such action is inappropriate when undertaken by 
the people who staff the regulatory agencies and that enforce these 
laws, no matter how well meaning and patriotic their motives. 

Today the Commerce Committee begins its consideration of H.R. 
1062, Financial Services Competitiveness Act of 1995, introduced 
by my good friend, Jim Leach, the chairman of the Committee on 
Banking and Financial Services. H.R. 1062 provides a foundation 
for the type of restructuring that I can support and that I am sure 
will be supported by a majority of my colleagues in the House of 
Representatives. 

I have worked closely with Chairman Leach as this bill has pro- 
gressed through this panel, and I have instructed our staff to con- 
tinue to work with Banking Committee staff as this legislation 
moves through our committee. The subject matter of the Dill con- 
cerns how to include the elements of the financial services industry 
into a comprehensive and all-inclusive regulatory framework. This 
requires the coordination and cooperative efforts of the affected in- 
dustries and the committees of Congress with jurisdiction for over- 
sight of the process. 
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I promUed the Speaker of the House that my committee would 
coordinate and cooperate in this effort. We have done so and will 
continue to do so through the remaining legislative consideration 
of this proposal. 

Mr. Chairman, I commend you and Chairman Oxley for coordi- 
nating your efforts today to expedite the consideration of this im- 
portant bill in the relatively short time period during which it must 
be considered. I want to join you in welcoming our panel today and 
yield back the balance of my time. 

Mr. Fields. The Chair now recognizes the gentleman from Mas- 
sachusetts, Mr. Markey. 

Mr. Markey. Thank you, Mr. Chairman, very much. I want to 
commend you for holding this joint hearing on legislation restruc- 
turing the laws governing the financial services industry. As Yogi 
Berra would say, it is deja vu all over again. 

In 1988 and again in 1991, the Congress devoted a considerable 
amount of time attempting to enact legislation repealing the Glass- 
Steagall Act separation between commercial and investment bank- 
ing. On both occasions, a compromise could not be reached. On 
both occasions, banks wanted new powers but opposed the requisite 
safeguards. As a result, no final bill ever reached the President's 
desk. 

Banking, securities, insurance, these are huge industries. Their 
different interests and agendas make it tempting to view the some- 
times arcane policy debate over functional regulation, firewalls, Eif- 
filiate structures, and new powers as little more than a struggle be- 
tween the rich and the extremely wealthy, but the outcome of this 
debate could have profound impbcations for consumers, businesses, 
investors, depositors, and taxpayers who are just deciding who gets 
to increase their slice of the financial services pie. 

We are talking about nothing less than changing the fundamen- 
tal structure of the capital formation system that is the engine of 
our national economy. The decisions we make in this lenslation 
and the incentives and disincentives we create could Einect the 
manner in which companies raise capital, what financial products 
the public uses for savings and investment, and whether adequate 
safeguards and protections will exist to protect consumers from 
abusive or anticompetitive practices. 

When Congress enacted the Glass-Steagall Act in 1933, it consid- 
ered and rejected the option of mixing banking and securities ac- 
tivities. It did so because it concluded that the potential abuses 
were so subtle as not to be recognized. While we are constantly re- 
minded that our financial marketplace has changed considerably 
since the 1930's, we must also be mindful that human nature re- 
mains basically unchanged. 

If the Glass-Steagall wall is finally to be torn down, it must be 
replaced with a new structure that effectively ferrets out the sub- 
tleties of abuse which inevitably will occur. This requires elimi- 
nation of outdated regulatory schemes in favor of a more efficient 
system of functional regulation which allows banking and securi- 
ties regulators to focus on their respective areas of expertise. 

I am, therefore, troubled that H.R. 1062 permits construction of 
a Byzantine structure in which some securities activities could he 
carried out inside the hank subject to supervision by the bank reg- 
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ulators, some securities activities could be done In a so-called sepa- 
rately identifiable department or SID regulated by the SEC, other 
securities activities could be effectuated through a SID regulated 
by bank regulators, while still other securities activities could be 
carried out through a fiilly separate SEC regulated £ifEiliate. 

Will Rogers once remarked that a holding company is where you 
put the money when the cops show up. Well, the SID's structure 
in H.R. 1062 may be just as susceptible to abuse aa the complex 
holding company structure of Will Rogers' day. SIDs will provide 
an open invitation to engage in a regulatory arbitrage that shifls 
money and transactions around the bank's corporate structure in 
order to avoid regulatory firewalls or obtain favorable capital treat- 
ment. The resulting competitive distortions could have a serious 
adverse impact on the smooth operation of our Nation's securities 
markets. 

For this reason, I would like to explore whether we should con- 
sider replacing them with a simpler regulatory structure in which 
banks generally conduct all of their securities activities in a sepa- 
rate affiliate. In addition, any repeal of Glass-Steagall necessitates 
the creation of impermeable firewalls to protect against conflicts of 
interest and other abuses arising out of tiie combination of banking 
and securities functions. For this reason, I am concerned about the 
sweeping role granted to the Fed which includes the power to alter 
or lift the bill's statutory firewalls. 

FinaJly, while some have said that financial services legislation 
should be focusing on providing a two-way street that allows pro- 
viders to offer a full range of financial services, it is clear that H.R. 
1062, that under it, all roads lead to the Fed. I will be interested 
in hearing from our witnesses about whether the broad new grants 
of discretionary authority to the Fed truly are warranted. 

Mr. Chairman, I look forward to working with you on this impor- 
tant piece of legislation, and I want to join with you in welcoming 
our distinguished panel of witnesses. 

Mr. Fields. This is a joint hearing this morning with the Sub- 
committee on Commerce, Trade, and Hazardous Materials, and 
staying with a concept that is important to this subcommittee, the 
concept of functionality, I will Chair the first and third panel and 
Chairman Oxley will Chair the second panel. 

I now recognize the distinguished chairman, Mr. Oxley, of Ohio. 

Mr. Oxley. Thank you, Mr. Chairman. I, too, would like to wel- 
come our distinguished panel this morning. Today we are hearing 
testimony on H.R. 1062, the Financial Services Competitiveness 
Act of 1995. This bill is the Glass-StesigEill reform package put to- 
gether by the House Committee on Banking and Financial Serv- 
ices, and I congratulate Chairman Leach and my Banking Commit- 
tee colleagues for their fine effort in piecing together this very con- 
troversial legislation. 

Today's hearing will focus on two primary issues, how to effec- 
tively tear down the barriers between the banking and securities 
industries to £illow for a safe and efficient financial services mar- 
ket, and the appropriate role of the State and Federal Government 
in regulating the third leg of the financial services market, the 
business of insurance. 
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As chainnan of the Commerce Subcommittee, I look forward to 
chairing the second panel later today. 

H.R. 1062 in its current form accomplishes a number of tasks. It 
repefils the anti-aililiation barriers between banks and securities 
broker-dealers, allowing cross ownership under a financial services 
holding company; it requires banking and securities activities to be 
conducted in separate subsidiaries or sepiuately identified depart- 
ments and makes each activity subject to functional regulation by 
the appropriate bank regulator or the SEC. It imposes statutory 
firewalls between the banking and securities activities to prevent 
unfair competition and to protect the deposit insurance system 
from additional risk. 

H.R. 1062 may be further amended by this committee to break 
down the barriers between banks and insurance to complete a 
three-way flow among the flnancial service markets. We have al- 
ready had 1 day of testimony on the recent expansion of bank in- 
surance powers at the Federal level, and the resulting effect on 
State functional regulation of insurance. That hearing focused on 
the ability of a State to control the conduct of the business of insur- 
ance within a State's borders. 

Today we will also be looking at the related issue of State anti- 
affiliation laws or the ability of one State to effectively prevent a 
federally chartered bank from having em affiliate in any of the 50 
States. In examining these issues, we will be looking both at the 
public policy question of how to most effectively and safely promote 
competition and increase commercial efficiency and also the ques- 
tion of which restrictions should be lefl; for the States to control 
and which aspects of the financial services market are truly inter- 
state or international in nature. 

With that, Mr. Chairman, I yield back the balance of my time. 

Mr. Fields. The Chair will now recognize the gentleman from 
Tennessee, Mr. Gordon. 

Mr. Gordon. Thank you, Mr. Chairman. As has already been 
stated, this is an important hearing, one that is going to have great 
impact on our financial markets. Being a former member of the 
Banking Committee, I feel like I am getting a second bite at this 
apple, and I want to give a special welcome to my neighbor fmd 
good friend and Smyrna, Tennessee's flnest, Ms. Heifer. It is good 
to have a neighbor that is a good advisor from home. 

Thank you. 

Mr. Fields. The Chair will now recognize the gentleman from 
Iowa, Mr. Ganske. 

Mr. Ganske. Thank you, Mr. Chairman. 

Current financial services market access preclusions in the 
Glass-Steagall Act constrain market competition and restrict 
consumer choice. The financifil services industry and consumers 
would benefit from breaking down some of these anticompetitive 
barriers. However, I do want to express a few concerns. 

I am interested in functional insurance regulation, an issue that 
has been the subject of some controversy in attempting to balance 
relevant interests in the past. While I believe that the underwrit- 
ing and sale of insurance should continue to be regulated by States, 
we must recognize the legitimacy of some of the concerns reused. 
We must be careful in defining what products are deemed to be in- 
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surance and, therefore, subject to State regulation. The definition 
must achieve a proper balance between competing interests of Fed- 
eral and State regulators. 

The United States Supreme Court has stated that the office of 
the Comptroller of the Currency will be given deference in its inter- 
pretation of Federal law so long as the OCC interpretation is "rea- 
sonable." Current case law must be carefully weighed with the 
competing interests of State insurance regulators. Aiother impor- 
tant concern is related to discriminatory regulations that State in- 
surance regulators might place on the insurance activities of banks. 
We must ensure that such discrimination doesn't take place in ei- 
ther a direct or indirect manner. 

I hear from both sides of the issue that the goal should be a 
"level playing field." Easy words to say, but as past attempts have 
shown, a hard goal to achieve. 

I look forwara to the testimony from our guests today. 

Thank you, Mr. Chairman. 

Mr. Fields. The Chair recognizes the gentleman from Ohio, Mr. 
Brown. 

Mr. Brown. Thank you, Mr. Chairman. I have no opening state- 
ment. 

Mr. Fields. The Chair will now recognize the gentleman from 
Georgia, Mr. Norwood. 

Mr. Norwood. Thank you, Mr. Chairman. I do appreciate you 
holding these hearings and certainly welcome our (Ustinguisned 
p£mel. As unlikely as it may seem, I will for^o any opening re- 
marks today. 

Mr. Fields. An unusuiil day. 

The gentleman from California, Mr. Cox. 

Mr. Cox. Thank you, Mr. Chairman. 

I want to congratulate you once again for holding hearings on 
such an important matter for American jobs. Last month this com- 
mittee met to rewrite 60-year-old telecommunications laws. 

Today we meet to review 60-year-old laws which are similarly 
hobbling American firms and workers in the global financiaJ mar- 
ketplace. Experts the world over are agreed that the Glass-Steagall 
Act is in dire need of modernization. In 1933, the segregation of 
commercial banks and securities firms didn't have all the anti- 
competitive effects that we can so clearly see today. In that era, 
these two types of firms offered quite different services, and the 
globalization of finance had not developed nearly to the degree that 
it exists today. 

As we come to the close of the twentieth century, much has 
changed. The explosion in information technology has resulted not 
only in the convergence of the kinds of services offered by banks 
and securities firms, but also in a dramatic expansion of the serv- 
ices offered by both of these industries as well as other players in 
the financial services market. 

The more the distinctions between the services of different finan- 
ciftl firms become meaningless, the more GlEiss-Steagall becomes 
anticompetitive and works against market forces. It constructs arii- 
ficifil barriers between competition in similar kinds of activities. 
The result is increitsed costo for American consumers and loss of 
American market share in international competition. In a world 
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where capital moves across the globe instantaneously, Glass- 
Steagall imposes unnecessaiy pack weights on American firms. 
These are hardships not sufTered by our growing international com- 
petition in capital markets. 

As our laws increasingly prevent American customers from meet- 
ing their increasingly sophisticated needs with U.S. firms, these 
customers will increasingly take their business overseas. As early 
as 1983, the Council of Economic Advisors concluded that Glass- 
Steagall, quote, now makes no important contribution to the protec- 
tion of tiie public against bank failures or undue concentrations of 
economic power. Instead, Glass-Steagall serves largely to protect 
foreign firms from American competitors. Reform is long overdue. 

I ^ank you, Mr. Chairman, and I look forward to hearing the 
testimony of our distinguished witnesses this morning. 

Mr. Fields. The Chair thanks the gentleman. 

The distinguished ranking member of the full committee, Mr. 
Dingell of Michigan. 

Mr. Dingell. Mr. Chairman, I thank you. Mr. Chairman, I com- 
mend you and Chairman Ozley for conducting this hearing today. 
I would like to begin by welcoming our distinguished panel, par- 
ticularly my friends Mr. Greenspan and Mr. Levitt. 

Mr. Chairman, I can't help feeling that we have been down this 
road before or, as one of our baseball greats once put it, that this 
is "deja vu all over again." As I understand, the SEC will testify 
that, while it finds much that it can support in H.R. 1062, the bill 
nevertheless contains provisions which cause the SEC to have res- 
ervations about the bill. The SBC points out that the bill will im- 
pair capital formation, create regulatoiy overlap and duplication, 
impose unnecessary burdens on capital formation, and provide a 
situation where a two-way street is not available in equal fashion 
for all financial providers. 

The Federal Reserve Board, on the other hand, supports the 
adoption of the bill as a m^or step in the evolution and strength- 
ening of the financial system. The Board's testimony defends the 
significant powers vestal in it as an umbrella supervisor and as 
gatekeeper for permissible financial activities. It applauds the con- 
cept of functional regulation and fu-gues that a holding company 
structure creates the best framework for protecting the insured de- 
pository institution and the Federal safety net, including deposit 
insurance. 

The Comptroller of the Currency's testimony indicates that the 
OCC deteste the bill and says; "we see no compelling reasons to 
justify many of the provisions of H.R. 1062" and, contrary to the 
Federal Reserve, believes that the banks should be allowed to en- 
gage in a full range of securities activity in the bank or in direct 
operating subsidiaries of banks with no sepetration, an event which 
we tried in years past and led, as I recall my history, to having a 
major impact on the 1929 financial collapse. 

Now, lest we forget this committee's insurance jurisdiction, the 
American Council of Life Insurance will testify that H.R. 1062 in 
its current form is not insurance neutral £tnd must be strongly op- 

gosed by the insurance industry unless modified by the addition of 
[.R. 1317, the Bliley-Dingell insurance bill. They say that they will 
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forcefiillh^ oppose H.R. 1062 if a purported compromise on bank-in- 
surer amliations is attached. 

Hopefully the testimony and questioning today and Thursday 
will help sort out these conflicts and deflne how uiis bill can best 
be perfected. Perhaps Martin Mayer has put it best, that we have 
lost sight of the doughnut and we lire looking only at the hole. 

At the end of the day, Congress should have devised an effective 
and efEicient system that allocates capital to the companies that 
will produce goods and services and create jobs. The system should 
encourage savings and investment in a structure that maintains 
the safety and soundness of insured depository institutions, iind 
the liquidity and depth of our capitfil markets, and that provides 
reasonable and adequate protections for investors and taxpayers. I 
look forward to working with my colleagues to achieve these goals. 

I thank you, Mr. Chairman. 

Mr. Fields. The Chair thanks the gentleman. 

The Chair will now recognize the gentleman from Oklahoma, Mr. 
Cobum. 

Mr. COBURN. Mr. Chairmftn, I have no opening statement. Thank 
you. 

Mr. Fields. The Chair will recognize the gentleman from Ken- 
tucky, Mr. Whitfield. 

Mr. Whitfield. I have no opening statement. 

Mr. Fields. The Chair will now recognize the gentleman from 
New York, Mr. Frisa. 

Mr. Frisa. I have an opening statement. Thank you, Mr. Chair- 
man. 

I would join in welcoming our panelists this morning. We look 
forward very much to your expertise and input on this important 
issue. 

As we move forw£ird in considering this legislation, I think there 
are several important purposes that we all would seek to fulfill. I 
think the first being tnat we will more closely reflect statutorily 
certain market realities. I think, second, we will seek to take a 
number of bold new steps forward to create various other financial 
opportunities and, third, trying to ensure that we maintain and 
provide for the continued integrity and stability of all of our finan- 
cial institutions. 

I think none of those are easily accomplished which I believe is 
why it is importemt for this hearing. This is not a pro forma activ- 
ity, but one in which lye do seek to take to heart your expertise 
and experiences and thoughts regarding the legislation. 

Mr. Chairman, I thank you for the opportunity, and yield back 
the balance of my time. 

Mr. Fields. The Chair will now recognize the gentleman from 
Florida, Mr. Steams. 

Mr. Stearns. Good morning. Thank you, Mr. Chairman. 

I want to thank you and also Chiurman Oxley for holding these 
hearings on Glass-Steagall reform, and of course I would like to 
welcome our distinguished guest witnesses. I am looking forward 
to hearing their comments, concerns, and insights on modernizing 
current banking laws to enable banking institutions to offer a 
broader range of financistl services while at the same time main- 
taining their financial soundness. 
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Despite the fact that in most of the world there is little or no sep- 
aration of banking and investment activities, here in the United 
States our laws prohibit a blending of services. The competitive dis- 
advantage placed on U.S; banks within our borders hurts them in 
the international arena. U.S. banks are playing on an uneven play- 
ing Held. 

According to the International Banking Act of 1978, foreign 
banks are not supposed to combine most depository and security 
services in America. Yet the Federal Reserve has allowed combina- 
tions in a couple of occasions. By dropping the 62-year-old prohibi- 
tion against banks and security affiliations, the United States com- 
panies will be able to compete in the globalized financial market- 
place. 

One effect this ground-breaking legislation has is that it restruc- 
tures the capital raising mechanism for banks. Banks will be able 
to grow and, therefore, compete on a level playing field with other 
foreign banking entities. 

However, Mr. Chairman, we must eiIso ensure that bemks remain 
finsmcially stable. Our constituents are the ones going to a bank, 
applying for loans or depositing savings, dealing with brokers to se- 
cure nest eggs to pay for college, a home, or eventu£illy retirement. 

Finally, our constituents are the ones buying the security prod- 
ucts or usinc the banking services. By reforming antiquated bfmk- 
ing laws and allowing banking institutions to participate in invest- 
ment business, we will ^lllow banks to provide more services to con- 
sumers often at lower cost and greater convenience. But we must 
enact legislation that contains appropriate limitations intended to 
avoid risk to the Federal Deposit Insurance Fund and to protect 
the safety and soundness of insured depository institutions. 

Under the Financial Services Modernization Act, it is our hope 
that U.S. banking organizations and securities firms will be able to 
compete in an ever-cnanging and evolving globfil financial market- 
place while at the same time maintaining their financial sound- 
ness. 

Thank you, Mr. Chairman. 

Mr. Fields. The gentleman's time has expired. 

The gentleman from Washington State, Mr. White. 

Mr. White. Mr. Chairman, I appreciate it, but I don't have an 
opening statement at this time. 

Mr. Fields. Are there any other members wishing to make an 
opening statement? The Chair hearing none, we will now welcome 
our guests. 

We appreciate all of you for coming and sharing with this sub- 
committee today. First, Mr. Arthur Levitt, the Chairman of the Se- 
curities and Exchange Commission; second, we will hear from Mr. 
Alan Greenspan, Ch^^irman of the Federal Reserve System; third, 
Ms. Julie Williams, Chief Counsel, Office of the Comptroller of the 
Curren^, the Department of the Treasury; and then finally on this 
panel, Ms. Ricki Heifer, Chairman, Federal Deposit Insurance Cor- 
poration. 

The Chair will state that your statement will be in the record in 
its entirety. I would ask that if at all possible stay within 5 min- 
utes. At 5 minutes, we will try to nudge you along just a little bit. 

Chairman Levitt. 
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STATEMENTS OF ARTHUR LEVTIT, CHAIRMAN, SECURITIES 
AND EXCHANGE COMMISSION; ALAN GREENSPAN, CHAIR- 
MAN, FEDERAL RESERVE SYSTEM; JULIE WILLIAMS, CHIEF 
COUNSEL, OFFICE OF THE COMPTROLLER OF THE CUR- 
RENCY, DEPARTMENT OF THE TREASURY; AND RICKI 
HELFER, CHAIRMAN. FEDERAL DEPOSIT INSURANCE COR- 
PORATION 

Mr. Levitt. Chairman Fields, Chairman Oxley, members of the 
subcommittees, I appreciate the opportunity to testify on behalf of 
the SEC regarding H.R. 1062. 

As the Commission stated in our testimony on H.R. 18, the fore- 
runner of this bill, we support the bill's principfil purpose — to mod- 
ernize the financial services regulatory framework by reforming the 
60-year-old Glass-Steagall Act. Chairman Leach's bill, by initiating 
the debate on Glass-Steagall reform this year, has made, I think, 
an important contribution. In particular, the bill proposes a num- 
ber of useful changes to the securities laws, including a flexible and 
effective framework for addressing conflicts of interest that may 
arise when banks advise or sell mutual funds. 

Chairmen Fields and Oxley, the testimony of my colleagues on 
this panel has described how Glass-Steagall reform could open the 
doors to even greater competition, improvement, and efflciency in 
the banking industry. I think they are far more competent than I 
to address the question of reform from the perspective of banking. 
As the Nation's chief securities regulator, however, and someone 
who spent the better part of a lifetime in the securities industiy, 
I approach this issue with a somewhat different set of concerns. 

'Those concerns center on the needs of investors as well as the 
overall impact of reform on our U.S. markets. Ours are the deepest, 
most liquid markets in the world; in one recent year alone, 1993, 
they raised more than a trillion dollars. This capital was raised 
from investors through the entrepreneurial and risk-taking efforts 
of securities firms without the benefit of Federal deposit insurance. 
The continuing success of our capital markets requires that we pre- 
serve the securities industry's ability to assume risks, while still 
maintaining a strong system of investor protection to support pub- 
lic confidence in the securities markets. 

For Glass-Steagall reform to achieve these ends, I think an ap- 
propriate balance should be struck between preserving bank safety 
and soundness and serving the needs of investors fmd the market- 
place as a whole. Although there is a great deal we agree to in H.R. 
1062, 1 think it falls somewhat short of striking that Balance. 

V/e have specifically four main areas of concern: The location of 
securities activities within the bank, the system of financifil serv- 
ices regulation, the so-cfilled two-way street, and the consequences 
of the differing philosophies of the banking and securities industry 
and their regulators. Let me describe each in turn. 

On the question of location, H.R. 18 would have permitted some 
securities activities to be conducted in the bemk and required banks 
to create distinct entities for other securities activities. H.R. 1062 
adds the open-ended alternative of a "separately identifiable divi- 
sion or department" of a bank or a "SID" for 'lianking products" 
as well as asset-backed securities and private placemente. 
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I certainly would be the first to admit that subjecting securities 
activities to some broker-dealer standards is certainly better than 
excluding banks from the broker-dealer requirements altogether. 
But I think it is no panacea. 

Instead of establishing a sin^e, high standard of protection for 
investors and depositors, the SID, along witii the numerous exemp- 
tions for various securities activities, would seem to reinforce the 
existing system of multiple securities oversight. Unless SIDs are 
subject to comparable marginal capital requirements, banks would 
have an additional incentive not only to keep securities activities 
within the bank but also to move them there from securities affili- 
ates. 

One of the most compelling arguments gainst SIDs, however, is 
the way in which they could hamper the SEC's ability to examine 
their securities activities, whose capital and records would be de- 
pendent on, and intermingled with, those of the bank. Right now, 
if the Commission inspects an afEiliate, we can follow the paper 
trail wherever it leads. We can obtain, in effect, the complete pic- 
ture that we need. But in a SID, not only could the paper trail end 
at the point where it enters the bank, the bank in itself might be 
in a position to define that point. For these reasons and more, I 
think this issue bears revisiting. As I understand it, the SID is like 
an imaginary line running through a bank building, with banking 
activities on one side and securities activities on the other. But 
imaginary lines could brin^ imaginary protections. We believe that 
a distinct entity for securities transactions is preferable to the SID, 
but at the same time, if Congress is determined to maintain the 
exclusions from broker-dealer regulation and institute the SID, we 
will work with you to try to find ways to address these flaws. 

Our second concern is closely related to the first. As we modern- 
ize financial services, we must eiIso modernize their regulation. In- 
vestors will benefit if they can choose from a wider array of finan- 
cial products and providers, but they should not be expected to give 
up basic safeguards in the process. The SEC continues to believe 
that the best way to ensure that protection is through a system of 
functional regulation under which all securities activities Eire over- 
seen by expert securities regulators and all beuiking activities are 
overseen by expert bank regulators. The existing coordination 
among financial regulators offers an excellent framework upon 
which to build a more formal network. 

Mr. Fields. Chairman Levitt, could we ask you to summarize, 
please. 

Mr. Levitt. Our third concern has to do with the burdens it 
would place on securities firms that acquire banks under two-way 
street provisions. 

Thus far, I have addressed the specific £i^>ects of H.R. 1062. Our 
final concern has more to do with the different philosophies and 
cultures of securities and bftnking industries and their regulators. 

Despite the reservations I have reused, I want to emphasize that 
the Commission supports reform and encourages Congress to take 
the lead role. However, I do request that you proceed with caution. 

The SEC appreciates the difficulty of the subcommittee's task. As 
you move ahead on this key issue, the SEC looks forward to con- 
tinuing to work vrith you and our fellow regulators to meet our 
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shared goals of protecting investors and maintaining the soundness 
and preeminence of American markets. 

Thank you. 

[The prepared statement of Hon. Arthur Levitt follows:] 



Chairman Fields and Members of the Subcommittees! 

I appreciate this opportunity to teati^on behalf of the Swurities and Exchange 
Commission regarding H.R. 1062, the ^nandal Services CompetitiveneBS Act of 
1996." In March 1996, the Commission testified on an earlier version of this bill be- 
fore the House Committee on Banking and Financial Services. Significant changes 
have been made in the lull since the time of the Commission's earlier testimony, 
and today I will outline our views on the revised bill.' 

I. mTRODUCnON 

As the Commission stated in its earlier testimony on H.R. 1062,' we support the 
bill's principal pun>ose — to modernize the financial services regulatory munework 
1^ retwming the GO year-old Glasa-Steagall Act Glass-Steagallrd'oTm would pro- 
vide the bankiiu! and securities industries with greater fiexiciili^ aitd new avenues 
for innovation. Refbrm also could improve financial services providers' competitive- 
ness at home and abroad. 

In wei^ng Glaas-Steagall reform, however, Congress also needs to consider care- 
(uily the needs of investors, as well as the overall impact on the U.S. capital mar- 
k0t» as a whole. The U.S. securities markets are the deepest, most hquid, and 
strongest in the world, with $830 billion raised in 1994 alone. This capital was 
raised from investors, throu^ the entrepreneurial and risk-taldng efforts of securi- 
ties firms, without the ben^t of federal deposit insurance. 'Die continuing success 
of our capital markets requires that we preserve the securities industry's abili^ to 
assume risks, and maintain a strong system of investor protection to support public 
confidence in the securities markets. 

The Commission finds much that it can support in H.R 1062. Chairman Leach's 
bill, by opening up the present debate on GlasB-Steagall reform this year, already 
has made an impcntant contribution. In addition, the bill proposes a number of use- 
fill changes to the rKuIation of financial services — for example, a flexible vet elec- 
tive framework for addressing conflicts of interest that may arise when banks advise 
or sell mutual funds. 

Looking at H.R. 1062 as a whole, however, the Commission continues to have res- 
ervations regarding the bill. We feel that it still does not strike an optimal balance 
between preserving bank safe^ and soundness, and the needs of investors and the 
marketplace as a whole. Our primary concerns can be summarized as follows: 

Investor Protection. The Commiasion is concerned that H.R 1062 would impair in- 
vestor protection by allowing banks to continue to conduct a wide range of securities 
activities outside the broker-dealer regulatory scheme under the fe^ral securities 
laws. Over the past two decades, banks— by virtue of expansive regulatory interpre- 
tations of the Glass-Steagall Act— have dramatically increased the scope and volume 
of their broker-dealer activities.' Because of the 60 year-old bank exclusions, how- 
ever, this piecemeal expansion has occurred largely outside the legal fi-amework gov- 
erning all other entities that engage in broker-dealer activities. H.R. 1062, raUier 
than taking a freah look at the bank exclusions, would preserve the range of securi- 

banks would recei^ 
curities firms. 



'H.R. 1062, introdueed on February 27, 1996, is a reviled version of a bill originally intro- 
duced by Chairnian Leach on January 4, 1995, a* H.R. 18. H.R. 1062 wu marked up by the 
Houae Banking ComicittM on May 9, 1996, and was lubaequently referred to thii Committee. 

iCommiuion Teatimony Concerning tlie "Financial Servicea Comi>etitiveneBS Act of 1995' and 
Related Isauei Before the House Committee on Banking and Financial Services, March 15, 1995 
(hereinafter cited aa "March 1996 Teetimany"), 

■Bank securities powers originally were conceived u encompassing essentially brokerage 
•anrices provided as an accommodation for existing bank customers and small town banka. Actu- 
ally, however, bank securities powers long ago eipsnded beyond those bounds. Set Reports on 
Bank Securities Activities of the Securities and Exchange Commission Pursuant to Section 
llA(e) of the Securities and Exchange Act of 1934 (PubUc Law 94-29), August 1977. 
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In this connection, the Commisaion beUevea that H.R. 10G2'b creation of a "aapa- 
rately identifiable cupartment" of a bank, or "SID,' is not the same as full fiinc- 
tional refrulation. By establishing a SID, a bank could engage in significant secuii- 
tiea activitiea direcUy. rather than in a Bep«rately incorporated broker-dealer. Be- 
cause SIDs would not be subject to the CommisBion'B net capital requirements, 
banks that trade securities would operate under a different standard than applies 
to their broker-dealer competitOTB, Bank SIDs could also present some practical 
problems relating to secunties examination and enforcement efforts. Nonetheless, 



requirinB BecuriOes activities to be performed in a registered broker-dealer SID ii 
preferable to allowingtiiese transactions to be conducted solely in the bank. 

Impact on Capital Formation, The Commission is concerned that H.R. 1062 could 
BignificantlT alter the climate that has fostered the successful capital-raisine activi- 
ties of the U.S. securities markets. The bill's proposed regulatory structure does not 
fillip take into account some of the real difCsrences between the securities and bank- 
ing industries and the regulatory environment appropriate to each. Banks have tra- 
ditionally operated subJMt to regulatory restrictions imposed in the interests of 
bank saie^ and soundness. The r^ulatcny and enforcement programs of the federal 
banldng agencies, similarly, focus on protecting the viability of banking institutions 
and the solvency of the federal deposit insurance system. Banking regulation uses 
the toola of "confidential BUi>ervision"^- rather than maricet diacipune: for example, 
it imposes pervasive restrictions on bank lending and other lines of business, and 
addresses violations of law largely ttirou^ the confidential exaroination process 
rather than through widely publiciied enforcement oroceedings. 

In contrast, the securities industiy may be viewed as more maiket-oriented. Secu- 
rities firms, and the securities markets generally, specialize in entrepreneurial and 
risk-taking activities.^ For this reaaon, securities rM[ulation does not. and should 
not, seek to insulate securities firms &om the risks they incur in their business ac- 
tivities. Instead, the securities r^ulatory fiwnework seeks to protect investors and 
maintain £dr and orderly markets by imposing specific capital, supervision, disclo- 
sure, antifraud, and simuar requirements on securities firms, within these param- 
eters, risk-takine is largely left to market control, not to governmental manage- 
ment.^ H.R. 1062, however, propoBes to bring securities affihates within a complex 
regulatory atructure that would include baiui-type activity restrictions and could 
thereby ngidly constrain the operations of securities firms.'' 

The Comjnission, to summarize, does not oppose Glass-Steagall reform; to the con- 
trary, we remain strong supporters of financial services modernization. On balance, 
however, we believe that the reeulaton fi'amework contemplated by H.R 1062 could 
be improved. We believe that H.R. 1062, by sweeping certain securities activities 
within the umbrella of banking regulation and others out from the framework of the 
federal securities laws, would not nest serve the interests of investors and the U.S. 
capital markets, 

II. SUMMARY OF H.R. 1062 

H.R. 1062 would amend the Glass-Steaeall Act to allow afWations between banks 
and securities firms through a bank holding company structure, subject to "fire- 
walls" intended to protect bank safety and soundness and to address certain con- 
flicts of interest. The bill would also authorize banks to engage directly in the un- 
derwriting of municipal revenue bonds. The bill attempts to create a "two-way 
street" for banks and semrities by, among other things, creating a new class of "in- 
vestment bank holding companies" with broader powers than are now available to 
bank holding companies (or securities firms). Sinulorly, H.R 1062 would liberalize 
the permissible activities for bank holding companies (renamed "financial services 



* See Alfrtd Deimit ti»\htrHV>n, From Confidential Supervuiort to Market Discipline: The Role 
ofDiacIoaurt in the Regulation of Commercial BanMi, tl J. Corp. L. 139, 140-41 (1986). 

"Banking sctivitiCB, at coune, alM involve rilk. See Testimony of Ricki Heifer, Cliainnan, 
Federal Deposit Iniurance Corporation (TDIC"), on the "Financial ServicM Competitivenesa Act 
of 1996* and Related laBues Before the Hauw Committee on Banking and Financial Services, 
Feb. 28, 1995, at 3-4. Inadequate loan diveraification and overly-rapid growth in lending, for ex- 
ample, can affect the banic lending function and lie at the root of a significant number of bank 
faiiurea. See id. at 8-9. But such riaka are alao aubject to close monitoring and regulation by 
the banking agondea: bank regulatory restrictions limit bank loans to one borrower, loani to 
insiders, loan concentrations, and asset growth. By contrast, Che risk-taking activities of securi- 
ties (inns are limited primarily by market discipline. 

"The ncuritles induatrr has generally managed to remaio strong and healthy, notwithstand- 
ing the lack of all-encompassing safety and soundness regulation: Tor eiamide, there were only 
two broker-dealer Ciilures last year that required intervention by the Securitie* Inveiior Protec- 
tion Corporation ("SIPC"). 

'See t&scussion infra at 19-24. 
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holding compani«s," or "FSHCa"), and would take steps to streamline Federal Re- 
serve overai^t over such companies. 

H.E. 1062 would also make significant amendments to the federal securities laws. 
TTie Mil vrauld replace the existinK blanket bank exclusions from broker-dealer regu- 
lation with numerous exceptions Tor specific securities activities. As a result, banks 
could enoage in the excepted activities directly or (in some cases) through a "sepa- 
rately itumtifiable department or division" of the bank. In addition, H.R. 1062 
would: make useful amendments to tho Investment Company Act of 1940; amend 
the margin provisions of the Exchange Act of 1934 to ease broker-dealer borrowing 
for ordinary business purposes; and create a new, interagency committee charged 
with improving the regulation of the financial services industry. 

III. FUNCTIONAL REGULATION 

The Commission has given extensive testimony before this Committee regarding 
the need for functional regulation.^ Under existing law. banks and securities firms 
tJiat oBer the same range of securities services are regulated differently, based on 
who they are rather than on what they do.^ As a result, inveetors who buy securities 
from banks receive a different standard of protection than do investors who pur- 
chase securities from broker-dealers. The Commission believes that this distinction 
ill'Serves investors; for almost a decade we have urged Congress to adopt a system 
of functional regulation for all participants in the securities markets in order to 
close the existing gaps in investor protection.'" 

The different regulator schemes for bank and broker-dealer securities activities 

Kw up around asaumptiona fonned 60 years ago. At the time the federal securities 
■s were written, it was widely assumed that the Glass-Steagall Act barred banks 
&om engaging in most securities activities. '^ Consistent with that understanding, 
banks were excluded from Uie definitions of "broker" and "dealer" in the Exchange 
Act Banks were also excluded from Commission oversight under the Investment 
Advisers Act of 1940, The assumption underlying the bank exclusions, however, no 
longer holds true. Today, banks engage in a wide range of broker-dealer and invest- 
ment advisory activities that are comparable to, and competitive with, the services 
of registered securities firms and investment advisers.*' But because the bank ex- 
clusions remain, only federal banking law and the antifraud provisions of the fed- 
eral securities laws apply to banks that engage directly in these activities.'^ 
H.R. 1062 would move toward a system of functional regulation for certain r — 



bank securities activities.'* Banks that seek to engage in most corporate eauity un- 
derwritins activities, for example, would have to do so through separately incor- 
[ized, registered broker-dealers. H.R. 1062 would also 



eliminate the bank exclusion from the definition of investment adviser t 
iatered investment company. The Commiasion strongly supports these provisions. 



'See, e.g,, CoromiMioi 

nance of tne Houie Enam a: „ 

tjonal RagulatioD IraueiTApnl 14, 1994); Commission Teitimony Before the Subeommittee <n 
Telecommunicatians and Finance of the Hoiue Energy and Commerce Committee ConceminK 
H.R. 797 IJune 20, 1991); Commiasion Testiinony Befere the Subcommittee on Telacommum- 
cations and Finance of tjie House Enei^ and Commerce Committee Concerning Proposed 
Amendments to the Secuntiei Eicban^ Act of 1934 (Aug. 2, 1990), 

'Although direct bank aecurides activities fall largely outside the purview of the federal secu- 
rities laws, banks also may engage in securitjes acuvitles indirectly. For example, a bank may 
conduct its sale* or investment aoviiory activities through subsidiaries registered with the Com- 
mlsaion. The securitle* activltieB of Mnk subsidiaries— unlike internal bank securities activi- 
ties — are sutgect to the federal regulatory schemes for broker-dealers and investment advisers, 

">fiank municipal and government securities activities already are subject to separate, limited 
regulatotv schemes under the Eicbsnge Act. Thoae schemes were premised on the bet that 
bank dealers were not affiliated or able to be a part of a full-service brokerage business snd 
had not developed the sales force thst characterizes other aspects of the brokersge buuness. 
They were developed at a time when there wu a amall number (less than 300) of bank govern- 
ment securities dealers, who were in a business, that was Isreely dominsted by fully regulated 
brekBr.dealers. The limited re^ulatoty schemes that were developed, thus, were premised for the 
most psrt on limited bank activity. 

"See March 1996 Teslimonv at 6. 

"For example, in 19S4. 119 banks provided investment advice or other services to over $312 
billion in mutual fimd assets (representing approximately 15% of total mutual fund assets). In 
the same year, over 1800 banking f!nni aotd mutual fundi to their customers. See March 199S 
Testimony at 6. 

"A bank exclusion is not contained in the Investment Comi>sny Act, however, snd therefore 
bsnk advisory relstionshipa with investment companies are sulyect to that Act. 

'*The bill also would authorise banlca to underwrite municipal revenue bonds pursuant to the 
existing rauDidpal securities regulatory scheme. The Conunlssion supports this provision. 
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At the same time, however, H.R. 1062 would depart in several key respects from 
the principle of functional repilation. It would give banks numerous new exceptions 
from broker-dealer reEulation with respect to specific securitiM activities. In addi- 
tion. H.R 1062 would permit banks to engage in significant securities activities 
(such as underwriting asset-backed securi&s) in "separately identifiable depart- 
ments or divisions" of the banks. The bank ffiiceptionB fivm broker-dealer regida- 
tion — together with Uberal capital and firewalls treatment of SIDs— could piwride 
incentives for financial services firms to move aecuritiee activities out of broker-deal- 
ers and into afiiliated banks, away fitim the regulatoir fi'amework established 
under the federal securities laws." The exceptions would also put broker-dealers 
that are not part of banks, particularly small and regional brdcerages. at an unf^ 
competitive disadvantage, 
I. Exceptwrta for bank broker-deader activitiet 

The Commission strongly supports removal of the bank exclusion from the broker 
and dealer definitions. Tocfay, by virtue of the bank exclusion: 

• hanks do not have to register or provide information regarding their securities ac- 

tivities, or to satis^ special financial responsibility requirements as a condition 
of engaging in direct securities activities; 

• bank secimnee salespersons do not have to meet specific qualification and con- 

tinuing education requirements; 

• bank securities salespersons with disciplinary histories are not subject to statu- 

tory disoualification friim the securities business; 

• long-estabUshed Conunisaicn and self- regulatory organization CSRO") sales prac- 

tice standards do not apply to banks, and banks are not subject to a statutoiy 
du^ to supervise securities salespersons; and 

• bank securities customers have no formal avenue of redress for complaints. >^ 
H.R. 1062 would replace the blanket bank exclusions contained in existing law 

with eleven new exdunons for spedfic bank brokerage activities and five new exclu- 
sions for bank dealer activities.*'' The Commission has both general and specific 
concerns about these new exemptions. 
Most significantly, the bill's numerous new exemptions would leave a significant 
' rofban' - - ■ . .. ... - 



number of bank securities activities outside the regulatory framework and investlM^ 
protections established under the federal securities laws. Instead, H,R, 1062 would 
direct the federal banking regulators to adopt their own sales practice, disclosure, 
training and qualification, and other standards. Banks engt^ng in securities activi- 
ties under this separate scheme would be subject to "standards rather than enforce- 
able rules; the bill, moreover, would not require those standards to be substantially 
similar to requirements under the federal sectirities laws.*^ Similarly, banks would 



"The Commiwian is eoncemeil that the firewalli proviiicins of H.R. 1062 cauld provide fur- 
ther incentives far auch a migration. As currently drafted, the lirewall provisiona apply onl}; to 
bank tronaBCtions with aecuritiea ofRUatea and do not extend to direct bank aecuritlcB activiticB. 
Thus, the bill geoerally would prohibit a bank from providing credit enhancemeDti for a lecuri- 
tie* iasue underwritten by ite aeniritiei ofTiliate, but would allow a bank to provide credit en- 
baneementa for a Mcurltief issue that la underwritten by the btak itMlf (including iemet un- 
derwritten by a bank SID). Yet the hazards that firewalls are designed to prevent — conflicts of 
interest, acgreisive teles practices, or exposure of the Insurance fund to loue>~are etill present 
n^ien the bank engages in securities transactions directly. For these reasons, we believe the fire- 
walls — and particularly the restrictions on extensions of credit — should apply ~~ -'---- 
which a bank effects securitieB traneactions directly, 

"Set March 1996 Testimony at 9-10; Ptrmomd Mellon-Drtyfiu Mtrgtr: Hearingt Bt/in Che 

-jftcomm. OR Overngt' — ' *~ -■-—'-' '''- - " " - " — ' " '""•' 

Coiuu 2d SesB. 90^ 

"The Ull's eleven limited eiemptloDB from the definition of "broker" and five Umited exoep- 
tions fi^ the definition of "dealn-" would permit banks to engage in many securities-related 
activitiet without belog aub^ect to secuHtieH regulation. Eiemptioni fnun the definition of 
"broker* are provided for: (i) banks that engage in brokerage activities in connectioD with 
"netwoAii^ arranfmnenta," <ii) certain trust activities, (iii) tnuiBsctioni In exempted and simi- 
lar securities, including gavemment BeeuritieB, <iv) transactions in munidpsl securities, (v) 
s in^eonnection with employee end shareholder benefit plans, (vil "sweep" trant- 

- — ■ — ' *- "-' a de minimw number of trans- 

.__, la in securities thst the Federal 

appropriately treated as bsnldng products. Exceptioni 

__ .__ ._sd for banks that engage in transactions involving: (i) 

exempted and similar securities, (ii) municipal securities, (iii) bsnk and trust department tran»- 
aetions fiir iDvestment purposes, liv) (under limited drcumitances) certain categories of asset- 
backed stcuritlet, and (v) securities that the Federal Reaerve Board has determined are more 
appropriately Ireeted as banking products. 

"See H.R 1062 Sill, TbispnndsioD fbllowB the approach taken by the federal banking agen- 
das when they ad^tted "guidelines' in their 1994 Interagency Statement. As the Commission 
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not be choired with an express du^ to superviae their employees' securities activi' 
ties (a key investoi- protection). The practical effect would be that investora who buy 
securities throu^ tneir banks would continue to receive a different standard of pro- 
tection than other investors. 

Moreover, the Commissioa is concerned that H.R. 1062 would place no aggregate 
limits on the number of transactions banks could conduct pursuant to the excep- 
tions, and would in fact permit even a large broker-dealer affiliate of a bank to 
transfer a significant volume of exempted activities to the bank. For example, 
broker-dealers that became afSliated with banks would have a strong incentive to 
transfer their govo-nment securities busineu to the bank in order to gain accoM to 
the Fed Wire and the disoouat window.** Similarly, such broker-dealers would have 
an incentive to shift their aaaet-backed securities into the bank. Aaaet-backed secori- 
ties are of growing importance in the securities market, particularly since they can 
be structured to pay interest in a way that replicates the perfonnance of the equity 
matkets. Thus, ute unintended effect of H.R. 1062 could be to channel secuntiea 
transactions to banks, with the result that more securities transactions would be 
done outside the basic securities regulatory system for broker-dealers than ever be- 
fore. The potential for the movement of certain securities activities away from the 
securitieB regulatory scheme raises concerns with respect to fair and oraerly mar- 
kets and the protection of investors. 
ZSIDi 

Certain of the bank broker-dealer exceptions proposed by H.R. 1062 would allow 
a bank to conduct certain securities activities direcuy, throu^ a 'separately identi- 
fiable department or division" of the bank, even if the bank has a securities affiliate. 
For example, a bank with a securities affiliate could conduct activities in private 
plat»ment8 and deal in certain asset-backed securities in a SID, rather than in its 
affiliate.*^ 

The SL _, _ 

around porUona of the bank. According to H.R. 1062, 

would be a unit (1) under the direct supervision of a specifically designated bank 
ofEcer, (2) that maintains records that can be segrMated from those of the bank, 
and (3) that would be sut^ect to Commlsaion rulemalong^-but not to broker-dealer 
net capital rules. The SID itself would be required to roister as a broker-dealer and 
would DC sutnect to oversight by a securities self-rcgulatoiy organization.^' 

While the Commission would have the ability to regulate and examine the activi- 
ties of SIDe, as a practical matter, effective oversight of the SID would be more dif- 
ficult than oversight of a comparable separate broker-dealer. Currently, the Com- 
mission has the authority to inspect the whole range of a broker-dealers activities. 



obssired in eortier taitlraony, however, the cuidelines provided in the Interagene)^ Statement 
do not create a comprebeiuiTe Mcuritiei reEulatory Kheiiie for banks. They are adviioiy rather 
than legally binding, and ma;/ not be legally enforceable by the bank regulators or by bank cui- 
tomara. Fiuthermore, the guidetinea do not ettabliah predae atandarda of conduct: banka are 
dvsn wide latitude to ertabllib procedures and polidei to implement them. Sec March 199G 
Twttmony at 10. Finally, the guidelines create regulatory coaniaion and orerlap because they 
piupart to apply to regiatered eroker-dealers that sell aecuritiei in aaaodation with banks, u 
HJl. 1062 goea forward in ita present fonn, it should at a ■"'"'■"V"' eipreealy provide that the 
*""H''g aMDcy guidelines and standards app^ only bi direct bank aecuiitiea adiTitle*. 

>*As of January 1996, 37 of the 38 primaiy dealera In government securities were resialered 
with, and r^ulatsd by, the Conimiseion. In addlUon, 2,166 registered bmlier-dealers dealt in 
government aecurities as part of a broader business. Chily 310 banka dealt in government securi- 
tiea. The Office of the Comptroller of the Currency I* the primary regulator for the majority 
of banks (198) that are bank aovemmant securities dealers. 

^Specifically, a bank (with or without a secuntiea affiliate) would have to use a SID if It 
Bou^t directly to engage in (1) tranaactiona involving secuntiea that the Federal Reserve deter- 



ait would have to use a SID if it tought to sell private placMiienta directly (ie., other tnan 
throui^ ita securities affiliate); however, a bank with no aecuritjee affiliate could conduct such 
activities directly, without segregatlnB them in a SID. 

"Under current law, a sepante SiD structure already applies to banks that deal In raunid- 
pal aecuritiea. ^le Securitiea Act Amendments of 1S7G required municipal securities dealers lin- 
_....,__ ,.__i_ n,^_. -fffg^gfgj. under Section 15B of the Exchange Act Section 16B established 



regulatory organiiatioD tor 
authority ove" "" '~ — ' 



broker-deaiwa in municipal aecurltlee. 'Die M3RB has rulemaking __ _ .. 

•ecuiitlea broker-dealers in the United States. Unlike other SRO*, however, the HSRB does ___ 
hove faispection and eufbreement powers. Instaed, the Moral banking afandes have enforce- 
ment autiiori^ regarding the MSRB'a rules over bank munidpal aecurities dealera and the Na- 
tional AaeodatioD of Securities Dealers (*NASD*) has enforcement authority over non-bank deal- 
ers. The Commission haa both rulemaking and enforcement authority over bank SIDs. The Com- 
mission does not object ta the continuation of thle scheme for munidpal securities. 
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In contrast, the CoaacdaKoa'a abili^ to efbctively ezomino the SID would be lim- 
ited. 

For example, the activitiea of the SID would not be performed in a separate area 
of the bank, or as a separate part of a bank's organizational structtire. A SID, fbr 
example, could take the form of an organizational chart that identiSes individuals 
scattered over different business areas who enga^ in a particular ^pe of securities 
activiu. Banking activities and the SID'S securities activities could be intermingled 
throu^ut the bank.^' 

Moreover, a bank might well conduct other excepted securities activities (for ex- 
ample, pursuant to H.R, 1062*9 other broker-dealer exMptions) vrithin the bank but 
just outside the artificial boundaries that define the SID. These activities could in- 
fluence, or be related to, the SID's activities, yet because of the SID'S limited scope 
they would remain inaccessible to the securities regulators who examine the SID. 
Securities relators would have to define the scope of their examinations acciHding 
to the organizational plan adoptod by the bank for its SID — and not according to 



keeping aystans would reflect regulatory rather than buaineu purpooes. As such. 
■' ey may belet , . ■ . ., .... 

gral part of a 



they may be less comprehensive or less rigorous than systems maintained a 
' ' ■" » m's Dusiness ope " 



empt from the Commission's net rapitol rule and the Commission's customer protec- 
tion rule. Presumably, the bank SID, as a registered broker-dealer, would be sut^ect 
to coverage under the Securities Investor Protection Act of 1970 ("SIPA"). The Com- 
mission's finandal responsibility rules work in combination with the SIPA provi- 
sions to maintain the liquidity of a broker dealer, limit use of customer fimds to 
finance the broker-dealers proprietaiy trading in securities, and protect customer 
fimds and securities if a broker-dealer fails, *^ If SIDs were exclude fit)m the Com- 
mission financial responsibihty rules, only the SIPA provisions would apply. Al- 
though the SID would be subject to bank capital standards focused on credit risk, 
it would not be subject to market risk-based capital requirements. Althoufdt the 
Commission is hopeml that recent efforts by the banking regulators will hdp ad- 
dress this concern, bank market risk standards are yet to be implemented following 
recent agreement of the Basle Committee on Banking Supervision.^ In the event 
of the failure of a bank operating a SID, the interplay of the SIPC and FDIC bank- 
rupt^ provisions, with their potentialljr inconsistent customer and depositor protec- 
tion atuidarda, is unclear. 

Moreover, although the bank SID would be subject to bank capital standards, ex- 
empting SIDs fi<om net capital rules would be highly significant from the standpoint 
of fair competition in comparable activities. Br»er-dealers congtanUy consider the 
consequences of their activities under the net capital rules: every deu, evwy ni^jor 
trade, is evaluated in light of its efiiect on capital. For banks to perform smilar fiinc- 
tiona under different rules with different consequences on a per trade, per deal basis 
would create the potential for unfair and unequal competition. This, combined with 
the abili^ of broker-dealers and banks to affiliate, could lead to securities activities 
being shifted between entities purely on the basis of disparities in capital treatment. 
In our view, this potential capital arbitrage, combined with the inherent awkward- 



^The regulaton' examination and enforcement efforts would be further complicated if a sin- 
gle bank established multiple SIDs in order to conduct dlflkrent securities actlTltie*. 

"When brokerdealen fall beknv mandated capital levele, they must cease securities activi- 
ties until the capital deHdeno la corrected. BecauM of the potential eftM* on cuttomer* or the 
public lacuritiei maiketi, they cannot continue to operate. In addition, strict limitatioiu on 
brokcr-dealen' use of customer f^ds and securities bare resuHad in broker-dealer failure* o: 
•▼erBge coctins the SIPC ftmd very little. The Ur^ett singte pi 
was only $30.7 million. And the number of liquidationB tnr the E 
titatlvely and in relationship to the number of SIPC memoets. 

The op^tion of the Commissian's net cental and customer piotectian rules, the examination 
and oversi^t mechaniems of the Cimunissian and self-regulatiHy organizationa, and annual au- 
diting by independent public accountante have permitted the Commiuion and the lelf-regu- 
lalory organiiations tueeessfUUy to wind down broker-dealen, including large firmi such a> 
Drexel Bumhom Lambert Inc. and ThomeoD MeKimum Securitiei Inc., without the need for 
SIPC intervention. In the Thomson self-Uquidation, over 460,000 active customer accounts with 
proper^ totaling $10 billion were tronsfenvd to oUier broker-dealen, thereby avoiding a SIPC 
liquidation. 

'* Baste Committee on Banking Superrisian. Prcfiaeiii to luue a Supplement to the Basle Cop- 
ital Accord to Cover Market Rieka (^iril 1996). 
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neM of the SID etructure, argues for requirins most bank securitieB activities to be 

conducted in a separately incorporated entity tliat is registered as a broker-dealer .*■ 

The Coounission'a concerns about SIDs are exacerbated by the recent addition of 



an ui^reweable range of securities products to be traded and brokered by bank 
SIDs. While the Commission strongly supports innovation in the securities markets, 
our concerns about SIDs are compounded »y the potential breadth of their activities. 
Finally, the Commission is concerned that its ability to take enforcement action 
against a SID could be compromised by concerns relating to bank safety and sound- 
ness. Because SIDs would not be separate entitiea, with separate capital, the capital 
of the bank as a whole would be at risk if the CommisaiDn brou^t an enforcement 
action against a SID that involved significant penalties and/or disgorgement on be- 
half of investors. By permitting banking and securities activities to be intermingled 
in this way, the bill could result in broaaening the exposure of the deposit insurance 
iimd to include risks aesociated with securitieH activities. 
In summary, H.R. 1062 would represent progress toward Amctional repilation for 
ime securities activities, particularly bank investment advisory activities. For 



, particularly bank investment advisory i 
other securities activitieB, however, H.R. 1062 would preserve the staius quo, and 
would provide opportunities and incentives (less stringent capital requirements, re- 
lief from firewalls, and access to bank funding) for banks and securities firms alike 
to move activities out of registered broker-dealers and into banks. The Commission 
believes that more can be done to rationahze the financial services regulatory sys- 
tem. 

rv. REGULATORY STRUCTURE 



^o critical to the capital formation process. Reform uso must provide equal opportu- 
nitieH for market participation to banks and securities firms alike, with competition 
occurring on the basis of market performance, not differential regulation. Moreover, 
wherever possible, reform legislation should seek to promote competition and should 
avoid imposing Brbitrery limits on the business activitiea of financial services pro- 

H.R. 1062 falls short of meeting these standards. The bill's regulatory provisions 
aim to fit securities firms that are aSiliated with banks into a structure modelled 
on the traditional bank regulatory framework. The regulatory provisions, moreover, 
are hif^ily complex and would create considerable new regulatory burdens. In their 
complexity ana bank-orientation, the bill'a regulatory provisions would continue to 
poee obstacles to a true "^o-way street." Finally. H.R. 1062 does not go for enough 
to eliminate exiating problems of overlap (and potential conflict) in the oversight 
and examination of bank-affiliated securities activitiea. 
A ConsoUdatal regulation 

Consistent with the Bank Holding Company Act C^HCA") model. H.R. 1062 
would give the Federal Reserve authority to define and restrict the permissible ac- 
tivities of securities firms affiliated with banks. Furthermore, the Federal Reserve 
could set consolidated capital requirements for FSHCs (perhaps even for securities 
ofilliates)^^ and could limit holding company transfers of capital to securities affili- 
ates." 



" The CfinuniuiDn believes that a SID itnicture may be appropriate Tor a fee-baied. adviMiy 
buiineu, such as the inveatment advisory buiineu, becauie audi activitiea generally do not re- 
quira capital or the handling of ciuComer fund* and aecucitiea lo the aame degree as a broker- 
denier businesi and, therefore, may more eaaily be aeparated from the rest of the bank. Capital, 
however, is euential to the buaineas of trading in aecuritiee and the capital i ' ' ' 

poied on a broker-dealer are integral to the regulation of broker-dealer conduct. 

"Thua, the Federal Reeerva coi-'-" '-' — ~- *- * — ' •=—' '• 

a be effected in a SID baaed 



*^Stt Report of the House Committee on Banking and Financial Service* to Accompany H.R. 
1062, Section-by-iection analyais, at 24 I'lt is expected that the Board will not require a securi- 
ties afBliat* to hold more capital than ia required for aecuribei brokar-deeltis, or tlial it com- 
parable to MecuritUi induMtryruirmt') (emphaaia added]. 



^ii present, aecuiitiea amliate capital ia not counted towardi bank holding company capital 
Althou^ H.R. 1062 would generally follow this principle, some language in the bill auggaata 
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By following a bank holding comoany model, H.R. 1062 would fociu on bank aafe- 
ty and aoun&eBS without fully taking into account the realities of the Kcuiitiea 
marirats. Fw example, H.R 1062 woiJd impose restrictiona on a securities firm on 
the basis of capital or management problems in an affiliated bank. Specifically, the 
bill would require the Federal Reserve to curb the aetivitleB of a securities firm in 
the event that an affiliatod bank becomes undercapitalized or is determined to be 
poorly managed. This recruir«nent would apply even if the broker-dealer were well- 
manned and well-capituized — the "crown jewel" of the holding company. As a re- 
sult, a provision intended to promote bank aafe^ and soundness coiud, by penaliz- 
ing the healthv broker-dealer, actually undermine the condition of the hcdding com- 



T^ Commission, of course, recognizes that bank afOliadona with securities firms 
mav raise bank safety and sounimess issues. However, it would be misguided to 
seek to control these risks by impoeing an overlay of bank-^pe "safetv and sound- 



-jgulation on bank securitieB uGUates — as consolidated bank nolding com- 
pany r^ulation does. For one thing, such an approad) la lUcely to fail. As the Treas- 
ury Department noted just four years ago: 

[l]t is practically infeasible fbr a bank supervisor to effectively regulate a 
complex and diverse range of busineoaes. Bank regulation should be con- 
centrated on the bank, which ca ' — -■ ■ 

tecting a diversified [financial t 
subject to normal market discipUn. 
In addition, imposing bank-oriented, safety and soundness regulation on securities 
afBliates would constrain their ability to respond quickly to market movements; this 
in turn could change the character of the securities business and afibct the capital 
formation process. 

With respect to the "two-way street," the Commission recognizes that H.R. 1062 
would present securities firms with a number of options th^ do not have today. 
Among other tlungs, H.R 1062 would create a new category of "investment hank 
bedding companiea^ ("IBHCs") that could engage in a wider range of activities than 
is generally permitted for bank holding companies.^ In another edfort toprovide for 
a true "two-wa^ street," the revised bul would take steps to streamline Federal Re- 
serve supervision of FSHCs and IBHCs engaged primarily in nonbanking activi- 
^ies.*» 

While these wovisionB move in the direction of a "two-way street," they do not 
go tar enough. The provisions are highly complex and would impose arbitrary limi- 
tations on the business of firms that affiliate with banks. Moreover, even tiiough 
H.R 1062 would provide aome relief fittm the restrictions and supervisory provisions 
contained in existing bank holding company law, it would stiu closely follow the 
BHCA approach. That model of consolidated, "top-down" regulation is not weU-auit 
ed for securities firms and other companies that seek to compete vigorously in new 
lines of business and fast-moving markets. Prior notice and approval requirements, 
limits on merchant banking activities and commercial investments, and similar re- 
quirements of H.R 1062 would create significant new regulatory irtiBtacles fbr secu- 
rities firms used to competing in a rapidly changing, mariKt-onented environment. 
Furthermore, securities firms that alraady are subject to comprehensive noulation 
by the Commission under the federal securities laws would, under H.R lOt^, have 
to submit to new regulatoiy coats entailed by additional Fedo^ Reserve examina- 
tion, reporting requirementa, and aupervision. 

In lieu of consolidated holding company regulation, the Commiasion beUeves it 
would be preferable to rely on strong functional regulation, with banking and securi- 



that a portion of a securities afBliate't espiul could in bet be counted toward the holding eom- 
psnyi camtal requirementa. We request clarification of the bill'i langusge on this point, 

'■U.S. DepBrtment of the Treaeury, Modrrnaing the FinarKial System: IbconimtTidatioru for 
Safir, More Competitive BotJu (Feb. 1991) at SI (emphasii in ohsinal). 

"IBHCs could be approved to engage in any acbvity the Federal Reserve detenninei to be 
finandal in nature, Sucfi companies would be baned from eoatrolling "retail' banks (i.e., banks 



M ««uld have accas* to Fed Win and the Fedu^ Reewve's discount window; i , 

transactioni between these inetitutioni and their securities affiliates would not generally be 
tubtset to the firewalls that amjy in the bank bidding company eontext, 

>>ThU would include (1) FSHCs with bank (and bndgn baidt) assets less than 10% of the con- 
■olidatad total risk-wei^ted assets of the botdinc campany and that are less than t6 billion 
or (il) IBHCs with bank asset* less than 26% of the consdldated total risk weighted asMta of 
the holding eanpany and that are less than $16 UlUon, provided that all depository institutions 
contralled by such entities are well-capitaliied and well-managed. 
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ties Amctioiu conducted in separate entities; on efiective firewalls between banking 
and Mcuritie* activities; and on enhanced regulatory coordination. 

Under this approach, each entity in the huding company complex would be sepa- 
rately incorporated and rceiUatea by its expert r^;uIator in accordance with the 
principle of functional regulation. The fedwal banking r^ulators (consistent with 
their special eiq>ertiae) woiild apply their requi^'ementa to banks in order to contain 
the potential risks to safb^ and soundness (and the federal deposit insurance Kind) 
that may aiise as a result of bank affiliations with other entities. The CJommission 
and the SROs, consistent with our statutory mandate and particular eapertise, 
would regulate any securities entities, enforcing investor protection and providing 
market oversight In this manner, duplicative and potentially inconsistent regula- 

tjnn imilc) h(> nvnided. 

e of systemic iMi, the functional regulator should be able 



lated entity is exposed.") 

ment" Infmmation about ^ „ _- „ 

A bank regulator could not, however, dictate or restrict business activities of securi- 
ties entities. Instead, the bank regulator would use risk-asseBsment informstion, to- 
gether with back-up authoribr to conduct targeted examinations of related entities, 
ui order to monitor and regulate a bank's exposure to risks arising from those enti- 



B. Regulatory ouerlap and duplieatum 

llie Commission has stressed in prior testimoi^ that existing law reouires bank- 
affiliated securities firms and investinent companies to comply with overlapping and 
potentially inconsistent rwulatory requiremMita and examinations." For example, 
the Office of the Comptroller of the Currency CCKDC*} — in implementation of the re- 
cent guidelines— has Wun to examine rMistered brok«-dealen that sell securities 
in asMxiation with national banks. This kind of duplication confiises the industzy, 
imposes unnecessary costs, impairs industry competitiveness, and wastes scarce 
government reeources. 

The C<nniniBBion and the federal bankuig agencies have taken some steps to ad- 
dress the problem of overlapping regulation throu^ better cooperation and coordi- 
nation. For example, the Crounission staff has had ongoing discussions with the 
NASD and the bankins regulators r^arding procedures to facilitate the coordina- 
tion of examination eSorts. In January 1996, the NASD and the federal banking 
regulators announced that they had reached an agreement in principle to &dlitate 
the coordination, and enhance the effectiveness, ca their examination efforts. Simi- 
larly, the (Commission and the C>CC have agreed in principle to a fiivmework for con- 
ducting joint examinations of mutual fimds and advisory entities in which both 
agendes have regulatory interests. We also expect the Commission's arrangement 
with the OCC to serve as a model for future ducussions with other banking regu- 

The Commission hopes that these efforts will improve coordination and commu- 
nication with the banking agencies, resulting in more efficient oversight of bank se- 
curities activities. At the same time, however, we reco^ze that these efforts can- 
not, in the long run, substitute fbr institutional relationships grounded in sound 
public poh'cv and written into law. 

H.R. 1062 would make some progress in this area. By requiring banks to conduct 
certain securities activities in separate affiliates, subject to Commission regulation, 
the bill would improve the regulation of those specific activities. Other provisions 
in the bill would also facilitate coordination between bank and securities regulators 
in a way that would promote functional regulation. For example. Section 104 of H.R, 
10G2 would create an information-sharing and compUance program to enforce com- 
pliance with the bank holding company provisions of H.R. 1062, most notably the 
firewall provisions, as well as the baiuc broker-dealer exceptions to the seeuritieB 



"A model fiir auch a lyBtem already eiiata in the federal seeuritiei lawa. Punuant to the 

a haloing 

J r--w —~ --- - J — - - material impact on the 

J and operational condition of the broker-dealer. Under the Conimieiion'i risk auais- 
ment nilM, the Commiuion receives euentially the same infarmatlon that an aflUisted bank 
bolditig company of a registered brokernleBler is mfuired to file with the Federal Reserve 



Board. We view the information gathered under the nik asaessinent program as a aignificaiit 

> ._ .!._ /• J __;__! ^_^.__ '-j.ji^jf^jjjj authority. 

1; Testimony Concerning H.B. 3447, n^ra o. 



» the Commission's ensting broker^iealer authority. 
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laws. This proviBion would also seek to coordinate examinatioDB of endtiea that are 
regulated t^ both banking and securities regulatorv, as well as enforcement actions, 
"nie ComnuBBion Btrongly Bupporta the thruat of these proviaiona.** 

The CommisBion is concerned, nonethelew, that many of the ineffidendes and 
overlap inherent in today's r^ulatory structure for bank securitiea aetivitieB would 
caiTv forward under H.R. 1062. We understand that the banking agendea have a 
valid interest in obtaining information about related entities' operations to the ex- 
tent that such operations affect a bank's safet; and soundness. But it is not nec- 
essary Ui suMect regulated affiliates to fiirUier, comprehensive examination b; the 
banking regiuatna of their securities activitaes (as may currently occur under the 
banking r^ulators' interpretation of th^ guidelines). In our view, H.R 1062 should 
more directly address this issue. 

In particular, the bill should clearly detail how, how often, and to what extent, 
bank regulators can ocamine a rMulated aecuritieB entity that is related to a bank. 
We recommend that the bill requu« the banking regulators to use Commission and 
SRO examinations to the fullest extent possible in their oversight of bank-related 
securities entitiea. The bill should fUrtber provide that if a banking reeulator needs 
additional information, the regulator should (as a first stq>) ask the Commission to 
obtain such information before making its own examination of the securities entity. 

H.R. 1062 would also create an intwagen^ "Financial Services Advisoi; Commit- 
tee," compoBtd of Treasury, the federal bankuu regulators, the Commiasion, and 1^ 
Commodity Futures Trading Commission, with the aim of improving supervision of 
the financial services industry. As a general matter, the Commission is concerned 
that the disproportionate representation of baiddng regulators on the Committee 
would efTectively tilt the Committee's mandate toward bank safe^ and soundness 
rather than investor protection. This in turn could undermine the Commission's 
independence and ability to maintain an appropriate regulatory framevrork for 
bn)kffi--deal^«, including financial reaponsibihbr standards and otner requirements 
designed to further investor protection and market overaight rather than bank safe- 
ty and Boundnesa. Finally, the Commission notes that the formal interagency coun- 
cil, as contemplated by H,R. 1062, would unnecesaarily duplicate the activities of the 
President's Working Group on Financial Maricets. The Working Ckoup already 
serves as an efTective vehicle for interagency coordination on issues surrounding the 
evolution of the finandal markets. 

V. BANK INVESTMENT ADVISORY ACnVITlES 

HJt. 1062 would amend the Investment Company Act and the Advisers Act to ad- 
dress a number of issues raised when banks manage and provide other services to 
registered investment companies. Most importantly, the bill would amend the Advis- 
ers Act to remove the exdusion for banks and bank holding companies that provide 
investment advice to funds. Because banlcs currently are not required to register 
with the Commission as investment advisers. Commission examiners may not have 
access to all the books and records normally available when the adviser is rea;- 
iatered. In addition, under existing law, banks are not subject to a number of 8u5- 
stantive requirements applicable to other investment advisers, including regulation 
of performance fees, procedures to prevent misuse of non-public information, and the 
Advisers Act anti-fraud provisions.^ Under H.R. 1062, a bank or a holding company 
that serves as an adviser to a fund would be regulated in the same manner as any 
other investment adviser to a fund. The Commission strongly supports this change. 

The bUl would allow a bank to segregate its fund investment advisory activities 
in a separately identifiable department or division, and to register the SID (rather 
than the bank as a whole) as an investment adviser.^ I^e Commission's objections 



"The CoraraiMion believe*, however, that thew provijiona (particularly theae that deal with 
examination!) are currently inconsiitent with aimilar proviiioni added later to the Bank Hold- 
ing Company Act. We reconunend that theae proviaiona be atrengthoned by importing the ron- 
eepta and lan^age uaed in the later proviaiona. 

""Commlaaion recorda indicate that approiiroately bS% of bank-affiliated inveatment compa- 
niea are managed by inveatment adviaera not aubject to full Commiaaion ovenight. Thua, even 
tfaou^ they provide advlaoi? aervicea to fHmda identical to thoae provided by regiatered edviaara, 
moat bank! are not aubject to regiatration and regulation under the Adviaera Act. 

"The primary benefits of requiring banks and SlDa that adviie inveatment companies to ro- 
ister under the Adviaer* Act would be the applieation of the following proviaiona; (I) the regula- 
tion of performance fees under Section 206; (2) the requirement of Section 204A to eatabliab pro- 
eedurea deaignad to pravant the miauee of non-public infbrmationi and 13) the Sertion 206 anti- 
e — J :.r. — _.i.!.i. — 1... V. 1.. .^ — 4.I.. — ti-fraud atandarda under other appli- 
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to tbe use of broker-dealer SIDb (as noted above) do not apply in this instance be- 
cause an advisory buaineas does not pose the same kind of supervisory issues as do 
Ixroker-dealer operationa: a fee-based advisory business does not require the same 
kind of capital,^^ or involve the handling of customer funds and securities to the 
same degree as a broker-dealer business. Therefore, tbe CommiMion supports tbe 
measure in H.R. 1062 that would provide for the registration of banks or their in- 
vestment adviaoiy SIDs. 

H.R, 1062 also would add provisions to the Investment Company Act that are de- 
signed to address conflicts of interest and other potential abusM that ma; exist 
when banks advise re^stered inveetinent companies. Because the Investment Com- 
pany Act and the Advisers Act did not contemplate that banks would be active par- 
ticipants in the fund industry, the statutes do not specifically address these conflicts 
of interest. The Commission agrees that these statutes should be updated to reflect 
the greater involvement of banks in the fund business, 

we are pleased that H.R. 1062 has been modified, as we urged in our March testi- 
mony,^ to provide the Commission with the tools necessary to address conflicts of 
interest involving funds and affiliated banks without imposinij r^d statutory prohi- 
bitions. As currently drafted, the bill would give the CommiBBion authority to define 
and deal with thoae conflicts by rult or order. This authority would allow the Com- 
misaioD to strike a balance between protecting investors from abusive conflict of in- 
terest situations and enabling funds to engage in transactiona that could be bene- 
ficial to sharcholderB. This approach would also avoid the necessity of time-consum- 
ing case-b^f-cBse applications for exemptions fivm outright prohibitioDS, which could 
be expensive for regulated entities and could drain Commission resources. We 
strongly support the conflict of interest provisions of H.R. 1062 as reported by the 
House Banking Committee. 

In addition, H.R. 1062 would address the issue of investor confusion by (1) giving 
the Commission nplidt authority to adopt rules to prevent the use of misleading 
names by investment companies, and (2) authoriziiw the Commission to adopt rules 
or issue orders to prevent or limit fiinds and their afBliated banks from sharing 
common names.^ The bill also would amend the Investment Company Act to au- 
thorize the Commission to mandate disclosures by investment companies that secu- 
rities they issue are not deposits, are not insured by the FDIC, and are not other- 
wise obligations of any bank. Again, the Commission strongly supports the flexible 
approach of H.R. 1062 in this area. 

The House Banking Committee, however, adopted one amendment to H.R. 1062'a 
investment company provisionB that we view as problematic. As originally drafted, 
H.R 1062 would have largely codified the Commission's long-standing interpreta- 
tion of the bank common trust flind exception in the Investment Company Act. Spe- 
cifically, the bill would have ^cepted a bank common trust fiind from the definition 
of "^vestment company" only if the bank, among other things, did not charge the 
common trust fund any fees that would cause the total fees paid by a participant 
account to exceed those that the account would have paid absent an investment in 
the fund. The bill would have permitted a fund to be charged for the bank's ex- 
penses for the prudent operation of the fund consistent with determinations by the 
federal banking regulators. This approach was consistent with the Commission s in- 
terpretation that a bank relying on the common trust fund exception must operate 
the fiind solely as an administrative device for serving bona fide pre-existing trust 
clients of the bank. 

As reported by the House Banking Committee, H.R 1062 would permit a bank 
to charge a common trust fund any fees and expenses consistent with state and fed- 
eral fiduciary law. We believe that this provision is not only inconsistent vnth the 
purpose of the bank common trust fund exception, but also may create an incentive 
for banks to place fiduciary accounts into these funds in order to generate additional 
fees. We ui^e the Committee to modify this provision to restrict Uie fees that banks 

'^In recent years, eeveral fiind adviien, including banks, have purchased from funds certain 
initnunents thst had predpitouily declined in value or that arguably were unsuitable for the 
fund. TheM transactiani may place the adviser'* capital at riik. Such purchate*. however, are 
relatively in&equent and senerilly are not legally required. Rather they are undertaken volun- 
tarily by the advieer to preBem the value of a lUnd'e portfolio, 

"March 199S Teetimony at 23. 

"This issue bat long concerned the Commission. Two year* ago, the Commiuion etaflf ad- 
vised investment companies that the use of common names is OTesumptively misleading, 5ec 
Letter to Raglstrants from Barbara J. Green, Deputy Director, SEC Divieion of Inveennent Man- 
agement (May 13, 1993). This lettw ootad that the presumption could be rebutted through ap- 
propriate diecloeure. The letter requires bank-sold and bank-advised funds to disclose promi- 
nently in their proepectuses that fund sharee are not deposits or obligations of, or guaranteed 
or endorsed by, the bank and that the shares are not federally ineured. 
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may charge to common trust fuads that ara not sutyect to the Investment Compai^r 

VI. UARGIN PROVISIONS 

Section 204 of H.R. 1062 would remove current restrictions on lendiiw to broker- 
dealen collateralized by securities for use in the ordinaiy course of the Sroker-deal- 
ers' business. The bill would preserve restrictions on lendiiu to broker-dealers to 

EuTchose securities (or their own accounts. In addition, H.R. 1062 would permit 
roker-dealers to boirow using securities as collateral from any person agreeing to 
observe applicable rules of the Federal Deserve Board. The evolving nature of our 
financial markets, including greater reliance on non-bank sources of finsjtong, has 
made current limitations on oroker-dealer borrowing collateralized by securities un- 
neeeftgary. We believe H.R 10G2 appropriately loosens the restrictions on lending 
to broker-dealeiB to finance their securities operations and expands the sources fhnn 
which broker-dealers m^ borrow. 

We would suggest certain changes to H.R. 1062. We believe the amendments to 
the lending restrutiona should apply only to loans to broker-dealers: (1) a substan- 
tial portion of whose business conusts of transactions with customers other than 
brokers or dealers or (2) to finance the activities of brokers or dealers as market 
makers or as underwriters. Federal Reserve regulations already permit loans to 
l»Dker-dealerB, collateralized by securities, for the purpose of securities market 
making or underwriting. We believe the bill fiirther anoiud permit loans to broker- 
dealers collateralized tS securities for other purposes. We beueve, however, that the 
Fedml Reserve shoula retain the auQiori^ to restrict such lending to tnose pur- 



Vn. CONCLUSION 

The Commission supports the goal of financial services modernization, as well as 
many of the speeiBc ideas and provisions contained in H.R 1062 — for example, the 
functional regulation of bank investment advisers to registered investment compa- 
nies. Overall, however, we are concerned that the bill does not go far enough to ac- 
commodate the needs of investors and the markets. Functional rmilation and inves- 



. _, regulation. Moreover, H.R. 1062 

should do more to simpli^ the regulatoiy framework for financial servicea firms 
and, in so doing, addrras existing problems of regulatory overlap and duplication.- 
Finally, H.R 1062 should provide a more effective two-way street" for securities 
films that seek to acquire oanks, to avoid the risk that the operation of the U.S. 
capital marketa could be adversely affected throu|^ inapproiniate constraints on 
rislc-taking activitiea. 

The Commission looks forward to working with the Commerce Committee on this 
important initiative. We -will forward to you some suggestions for improving the bill 
which both move in the direction suggested by this testimony and are consistent 
with the objectives of H.R 1062 as reported by the Banking Committee. 

Mr. Fields. Thank you. Chairman Levitt. AgEtin, your statement 
will be printed in its entirety. 
Chairman Greenspan. 

STATEMENT OF ALAN GREENSPAN 
Mr. Greenspan. Thank you veiy much, Mr. Chairman. 
I am pleased to be here on behalf of the Board of Governors of 
the Federal Reserve System to offer our strong support for H.R. 
1062. We are here today to discuss the need to remove outdated 
separations between commercial and investment banking and 
thereby take the next logical step in rationalizing our system for 
delivering fmsmcial services in a more efficient manner. 

The Board is of the view that the risk to banks and the safety 
net from securities Eind most other financial activities are manage- 
able using the holding company framework proposed in H.R. 1062. 
But there is another risk, the risk of transference to afElliates of 
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the subsidy implicit in the Federal safety net, deposit insurance, 
the discount window, and access to the Fed wire, with the attend- 
ant moral hazard and risk of loss to the taxpayers. The Board be- 
lieves that the holding company structure creates the best frame- 
work for limiting the transference of that subsidy. 

An additional safeguard to protect the bank from any risk from 
wider financial activities is the adoption of prudential limitations 
through firewalls and rules that prohibit or limit certain bank and 
affiliate transactions. While firewjills may temporarily bend under 
stress, they nonetheless serve a useful purpose. 

It would be counterproductive, if not folly, if in order to avoid the 
risk of failure of firewalls we sought to establish prohibitions and 
firewalls so rigid that they would eliminate the economic synergies 
between banks and their affiliates. Moreover, if we create such in- 
flexible firewalls, we run the risk of reducing the safety of the fi- 
nancial system by inhibiting its ability to respond to shocks. 

Clearly there is a need for balance here. The bill before you re- 
tains reasonable firewalls and other prudential limitations, but 
provides the Board with the authority to adjust them up or down. 
Some £ire concerned that an umbrella supervisor is incompatible 
with a financial services holding company encompassing an in- 
creasing number of subsidiaries that would be unregulated if they 
were independent. 

The Board, too, is concerned that if bank-like regulation were ap- 
plied to an expanded range of activities, the market would believe 
that the government is as responsible for their operations as it is 
for banks, but we must keep in mind that the purpose of the um- 
brella supervisor is to have an overview of the risks in the organi- 
zation so that the risks to the bank, the entity with access to the 
safety net and taxpayer funds can be evaluated and, if needed, ad- 
dressed by supervisors. The umbrella supervisor, it seems to us, be- 
comes more crucial, not less, as the risk management and policy 
control moves from the bank to the parent. 

My statement provides details on the provisions of H.R. 1062 de- 
signed to eliminate unnecessary regulatory constrmnts and bur- 
dens on banks and securities firms. Such provisions would greatly 
enhance the so-called two-way street by eliminating unnecessary 
regulatory burden and red tape. It is worth underlining, however, 
that there is nothing in the bill that reduces the prudential super- 
vision of the bank subsidiaries, whether insured or uninsured. 

Indeed, H.R. 1062, quite properly, emphasizes the necessity of 
the parent holding company of insured or uninsured banks to 
maintain the strength of their banks if they wish to maintain their 
securities affiliate. If unable or unwilling to do so, they must exit 
either the banking or the securities business. 

Let me concluae by emphasizing that the Board believes that 
H.R. 1062 authorizes the next logical step in the modernization of 
our financial system, providing benefits to commercial and invest- 
ment banking firms but, most importantly, to the U.S. consumers 
of financial services. The Board believes its adoption would be a 
m^jor step in the evolution and strengthening of our financial sys- 
tem which sadly now operates under increasingly outdated restric- 
tions and prohibitions. 

Thank you. 
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[The prepared statement of Hon. Alan Greenspan follows:] 



I am pleased to be here today to present the views of the Board of Governors of 
the Federal Reserve S^tem on expandine permissible affiliations between bonks 
and other financial •ervices providers. The tiill before the subcommittees, Mr. Chair- 
man, the Tinandal Services Competitiveness Act of 1995," H.R. 1062, would au- 
thorise the affiliation of banks and securities firms, as well as permit banks to have 
affiliates engaged in most other financial activities. 

This bill would reform outdated statutoi; prohibitions established for a financial 
system that no loiter exists, continuing the modernization of our financial system 
b^un with last yew's passage of the landmark interstate banking legislation. It 
provides Coi^ress with the opportunity to make the financial system more competi- 
tive and mora responsive to consumer needs, all within a fi^eworic that would 
maintain the safety and soundness of insured depository institutions and permit 
both banks and securities firms to operate more emdently. The Board believes that 
modem global financial markets call for permitting financial onanizations to oper- 
ate over a wider range of activities. Distinctions among finandalproducta and insti- 
tutions have become increasingly difficult to make, underminincfthe statutory and 
regulatory structures established over three generations ago. The approach con- 
tained in the bUl before you would be a m^or st«p, providing realistic reform, facili- 
tating a wider range of activities for both securities firms and banking institutions, 
and OiuH has the strong support of the Board of Governors of the Federal Reserve 
Svstem. 

n the forces shaping our evolving financial 
e modernize our statutory fi*amework for finan- 
nost profound is, of course, technology: the rapid 
growth of computers and teleconimunications. Their spread has lowered the cost and 
broadened the scope of financial services, making poesible new products that would 
have been inconceivable a short tame ago, and, in the process, challenging the insti- 
tutional and market boundaries that in an earlier day seemed so well defined. The 
business of financial intermediation has always been the measurement, acceptance, 
and management of risk. In the past, commercial and investment banks penormeid 



Examples abound. Securities firma have for some time offered checking-like ac- 
counts linked to mutual fttnds, and their affiliatea routinely extend significant credit 
directiy to business. On the bank side, the economies of a tjrpical bank loan syndica- 
tion do not differ essentially from the economics of a beat^fibrta securities under- 
writing. Indeed, investment banks are themselves becoming increasingly important 
in the syndicated loan market. With regard to derivatives instruments, uie expertise 
required to manage prudentiy the writing of OTC derivatives, a business dominated 
by Danka. ia similar to that required for using eschanee-traded ftitures and options, 
instruments used extensively by both commercial and investment banks. Tne list 
could go on. It is sufficient to say that a strong case can be made that the evolution 
of financial technolo^ alone has changed forever our abihty to place commercial 
and investment banking into neat separate boxes. 

Technological innovation has accelerated the second majar trend — financial 
^obalization— that has been in process for at least three decades. Both develop- 
ments have expanded cross-border asset holdings, trading, and credit Sows and, in 
response, both securities firms and U.S. and foreign banks have increased their 
cross-bonier operations. Fordni offices of U.S. bankmg or^canizatioiu have for some 
time been permitted, within limits, to meet the competitive pressures of the local 
markets in which they operate by conducting activities not permitted to them at 
home. In the evolving international environment, these off-shore activities have in- 
cluded global securities underwriting and dealing, through subsidiaries, an activity 
in which U.S. banking organizations have been among the world leaders, despite 
limitations on their authon'^ to distribute securities in the United States. Similarly, 



established for a different economic environment As a result, there is broad agree- 
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For otample, under federml stuidMTds, banking organixatiotui may act aa agents 
in private pUcemants of ■ecuritiea and, in fact, have done so quite mcceHfuUr, ac- 
countiiig raoently fiM* one-third of all corporate bonds and on«-aeventb of all equi^ 



acted as nu^jor dealwa in U.S. govemment and munidpal eeneraf obligation t>onda. 
Banking organizations are also the leading innovator! and dealers in derivatives, 
and banUiw organisations operate futures cosunission merchants as holding com- 
pany subsi£arie8. As just noted, banking organizations underwrite and <teal in secu- 
rities abroad and, situe 1987, banking organizations with the neceasaiy infrastzuc- 
ture may apply for authori^ to engage in limited underwriting and 'I'lM'^g of aecu- 
ritiea througn special bank holding company subsidiaTies under a Federal Reserve 
Board interpretation of Section 20 of the Glass-Steagall Act. 

In a pattern that is reminiscent of interstate branching developments, the states 
for some time have been removing restrictions on the activities of state-chartered 
banks. The FDIC, as required by the Federal Deposit Insurance Corporation Im- 
provement Act, reviews such activities, but has nm rcjiected an appUcation to exer- 
cise any of these powers tt<an adequately or wdl-capitalized banks. According to the 
most reoant report of the Conference of State Bank Supervisors, seventeen states- 
including several large ones— had authorized banks to engage in securitieB under- 
writing and dealing, with about half requiring such activitjr in en afSliate. At the 
federal level, the OCC has proposed a process to allow national bank subsidiaries 
to conduct activities not permitted for the bank. 

And 80 it goes on. Technological change, globalization, and regulatory erosion will 
eventually make it impossiUe to sustain outdated restrictions without mounting in- 
effidenciefl and dead-weight costs, and these fbrces will be supplemented bv piece- 
meal revisions to federal regulation and sweeping changes in state laws. Inis was 
the pattern that we observed in the evolution of intentate banking ani* '' " 
a pattern that finally led the Congress to repeal artificial restrictions o: 

oTbanldiu orgi ' " ' 

r to discusi 

itment banking ai ^ „ ^ » 

tem for delivering financial services in a more emdent manner. 1 might note tl__. 
in this regard the United States is, ss it was with geographical restrictions, behind 
tiie rest of the industrial world, virtually all the other G-10 nations now permit 
banking organizations to affiliate with securities firms and vrith insurance ana other 
financial entities. We are among the last who have not statutorily aclJUBted our sys- 
tem. That might be acceptable, or even desirable, if there was a good reason to do 
so. We do not think there is such a reason. 



Let me be clear that the Board's position in favor of expanding the permissible 
i-ange of sffiUations for banking and securities organizations is not a ralection of 
a concern for banks, securities Snaa, their management, or their stockholders. Man- 



agements < 
ouierB-4n 



ts of U.S. financial organizations have been quite creative— indeed have led 
■in developing and using both technology snd the globalization of financial 
markets (br prontalue innovstions that have greatly benefitted their customers. 
Rather, the Board's support for the expansion of permissible activities for both 
bsnks and securities firms reflects the desirsbili^ of removing outdated restrictions 
that serve no usefiil purpose, that decrease economic efficiency, and that, ss a re- 
sult, limit choices and options for the consumer of financial services. Such statutoiy 
prohibitions result in tugher costs and lower quality services for the public aria 



should be removed. That their removal would permit both commercial and invest- 
ment banking organizationa to compete more efiectively in their natural markets is 
an important wd desirable by-prodvut, but not the msjor ohi'ective, which ougbt to 



be a more efficient financial ^/Aem providing better services to the public. Rcmioval 
of such prohibitions moves us closer to such a system. 

Indeed, the Board urges that, as you consider the reforms before you, the focus 
not be on which set of Bnancial institutions should be permitted to take on a new 
activity, or which would, ss a result, get a new competitor. As 1 noted, all are doing 
shnilar things now and are now in competition with each other, offering similar 
products. The Board behoves that the fbcus should be: do the proposed bills promote 
a financial system that makes the mairimiifn contribution to the growth and stabil- 
ity of the U.S. economy? Are eaisting restraints serving a tisefUl purpose? Do they 
Increase the compatibility of our laws and regulations with the changing tecbco- 
Ingical and t^obal market realities in order to ensure that these goals are achieved? 
Are they consistent with increased alternatives and convenience for the public at 
a manageable risk to the safety net? Are buyers of securities— particulariy retail 
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buvera-^ontinuiiig to be protected by dear and fiill diBcloeurea and anti-fraud 

Banking organizationB are in a particularly good position to provide underwriting 
and other financial aervices to inveators. They are knowledgeable about the inatitu- 
tional etructure of the mai^et and akiUed at evaluating risk. Moreover, for cen- 
turies, banks' special expertise has been to accumulate boiTower-apedfic information 
tliat th«y can tiae to ma&e credit judgiaents that iasue-specific lenders and investors 
cannot make. Overcoming mich infiiriDBtion asymmetries has been the value added 
of banking on the credit nde. It is also clearly true that securities firms have built 
up a considerable infbnnation base on their investment and merchant banking cus- 
tomers. Accordingly, the financial iniwvationB of recent years have facilitatsd invest- 
ment banks' development of commeirdal banking expertise throuj^ money market 
and otho- mutual tunds, bridge loons, and loan svndicatione. And their ezpertiBe 
has been applied to afBliated finandal firms in the United States and abroad. 

An increaaing number of cuatomna of commwdal banks and securities firms 
want to deal with a fiiU-serviea provider that can handle their entire range of fi- 
nancing needs. This preference fiw "one-stem shopping" is eaav to understand. Stsrt- 
Ing a new finandal relationihip is coatlv for companies end, by extension, for the 
economy as a whole. It takes considerable time and effort for a company to convey 
to an outsider a deep understanding of its Bmim-j"! situation. This process, however, 



can be ■hort'<ireuit«d by tUlowlng the cotnpany to rely on a single or^anizatit 
loans, strategic advice, the underwriting of its debt and equi^ securities, and 
financial services. As evidence that there are economies nam this sharing of 



mation, most of the Section 20 underwriting has been for companies t 
prior relationahip with the banking oriMniiatun. 
Our discussions with Section 20 t^dals suggest that the economic benefits of 



where they borrow and obtain their services. Tlius, from the firm's perspective, it 
makes sense to leverage this relationship when the time cornea to access tne capital 
markets for financing. It is reasonable to anticipete that if securities activities are 
authorized for bank affiliates, banking ormuuzabons, especially regional and smaller 
banking organisations, would use thnr imbnnatton base to fiimtat« securities oSfor- 
ings by smaller, regional firms, as well as hical muoidpal revenue bond i»uei. 
Many of these banking organizations cannot engage in such activities now becauae 
they do not have a 8umd«it base of eli|^Ue securities bualness revenue to take ad- 
vantage of the Section 20 option that limits their ineligible revenuee to 10 percent 
of the total. Investment banldnK services are cow available for some of these small- 
er issues, but at a relatively high cost Section 20 subeidiariei at rc^fional banks in- 
dicate that they are «a^ to expand their investment banldng services to small and 
moderate-sized companiea. Iliese Section 20 subsidiaries view sudi firms as under- 
served in the current mariut environment and see an opportunity to provide a 
greater range of services at lower prices tlian those now prevailing. 

' ' ' organizations in recent years have found that providing the flill 



^ . — -»-« ' activities does not r.__ 

esssrily mean that all banks will eagagB in securities activitiee or that all securities 
firms will engage in banking. But effident maikets providing better services should 
pttinit market partiripants to choose the best way ibr them to distribute financial 



Organizations that choose to offer new services may do so in part to diversifir 
their risks. Indeed, almost all bank holding companies that have set up Section 20 
•ubsidiariea believe that the diversificatiDn of revenues will result in lower risks for 
the organization. While the empirical literature is incondusim, and the Section 20*8 



themselves have not been around veiy long, and have operated under sigidficant n 
strictlons, it seems likdy that some bank Holding companies could achieve risk n 
duction through diversification of their fiixandal services. 
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a firm with insufBcient capital relative to the market value of its asseta, constrain- 
ing the size of any disturDance to the market or affiliates. The SEC now applies 
such supervision to Section 20 affiliatea, and it would do to to securities afnliates 
under tne bill before you. Section 20 iiffiliafawi have operated during a period in 
which sharp swings have occurred in world financial markets, but thev still were 
able to manage their risk ezpomires well with no measurable risks to weir Darent 
or affiliated banks. Indeed, in order to limit the exposure of the safe^ net, the su- 
pervisors have Insisted that securities aflSUates have risk managoneot and control 
systems that ensure that risk can be managed and contained. As would be the case 
with H.R. 1062, the Federal Reserve has required that such an infraatnicture exist 
before individual Section 20 affiliates are authorized, and that or^nizations engag- 
ing in these activities through nonbank affiliates have bank subsidisries with strong 
camtal positionB. 

The bill passed overwhelmingly by the House Banking Committee continues the 
holding company framework, which we believe is important in order to limit the di- 
rect riu of securities activities to banks and to the safe^ net. The Board is of the 
view that the risks fnio securities and most other financial activities are manage- 
aUe using the holding company framework proposed in that bill. But there is an- 
other risk; the risk oftransterence to affiliates oT the subsidy implicit in the federal 
aattty net— deposit insurance, the discount window, and access to Fedwire— with 
the attendant moral hazard and risk of loss to the taxpayers. The Board beUeves 
that the holding company structure creates the best framework for limiting the 
transference of Uiat subsidy. We reci^nize that foreign subsidiaries of U.S. banks 
have managed such activities for years virtually without significant incident. None- 
theless, we nave concluded that the fiirther the separation from the bank the bettO" 
the insulation. We are concerned that conducting these activities without limit in 
subsidiaries of U.S. banks does not create sufficient distance from the bank. More- 
over, even though the risks of underwriting and dealing are manageable, any losses 
in a seeuritieB subsidiary of a bank would— under generally accepted accounting 
principles— be consolidated into the bank's position, an entity protected by the aafe- 
^ net. While it is true that the profits of a bank suMidiai; would directly strength- 
en the bank, the profita of a holding compaiw subsidiaiy can be rechanneled to the 
iMnk without exposing the bank to uie risk of subsidiary losses. 

An additional saf^uard to protect the bank fivm any risk from wider financial 
activities is the adoption of prudential limitations through firewalls and rules that 
prohibit or limit certain bank and affiliate transactions. While firewalls may tempo- 
rarily bend under stress, thev nonetheless serve a useful putpose. It would be coun- 
terproductive, if not folly, it in order to avoid the risk of failure of firewalls, we 
soi^t to establish prohibitions and firewalls so rigid that they would eliminate the 
economic synergies oetween banks and their affiliates. Moreover, if we create such 
inflexible tireinuls we run the risk of reducins the safety of the financial system 
by inhibitinE its ability to respond to shocks. Clearly, there is a need for balance 
here. The Mil before you retains reasonable firewalls and other prudential limita- 
tions, but provides the Board with the authority to adjust them up or down. Such 
flexibUi^ is hig^y desirable because it permits the rules to adjust in reflection of 
both chuiging market realities and experience. H.R. 1062 also makes exceptions to 
firewalls and other prudential limitations if the bank affiliates are well-capitalized. 
Such banks can tolerate additional risk, 

H.R. 1062 attempts to accommodate the merchant banking business currentiy 
conducted by independent securities firms. Both bank holding companies with Sec- 
tion 20 subsidiaiies and independent securities firms enga^ in securities under- 
writing and dealing activities. However, independent securities firms also directly 
provide equity capital to a wide varied of companies without any intention to man- 
age or operate them. The bill would permit securities firms that acquire commercial 
banks, as well as securities firms acquired by bank holding companies, to engage 
in all of these activities — underwritins and dealing in securities, as well as mer- 
chant and investment banking through equity investment in any business without 
becoming involved in the day-today operations of that business. These powers are 
crudal to permit securities firms to remain competitive domestically and inter- 
nationally. Under the bill, the Board could estabUsh rules to ensure that these ac- 
tivities do not pose significant risks to banks affiliated with securities firms or serve 
as a "^ck door" to the comminglii^ embanking and commerce. 

Some are concerned that an umbrella supervisor is incompatible with a financial 
services holding compaiw encompassing ' '^ " "^-- 

would be unregulated if^they were inde 
if bank-like regulation were applied to a 

would believe that the government is as ___^ 

banks. This subtle transference of the appearance of safe^-net support to financial 
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alSIiates of banks creates a kind of moral hazard that ia corrosive and potentially 
dangerous. 

Nonetheless, it is cnidal to understand Qiat both the public and manaBement now 
think— and will continue to think— of bank holding companies (and financial serv- 
ices holding companies, if authorized) as one integrated unit, especially if they eqjoy 
the economic synergies that are the purpose of the reform proposals. Mweover, ex- 
perience and the new computer technology are already adding centralized risk man- 
aoement to the ezistlnB centralized poUqr development for bank holding companies, 
lie purpoee of the umbrella supervisor is to have an overview of the risks in the 
organization so that the risks to the bank — the entity with access to the safety net- 
can be evaluated and, if needed, addressed by supervisors. The umbrella supervisor, 
it seems to us, becomes more crucial, not less, as the risk management and poli^ 
control moves from the bank to the parent But the umbrella supervisor neM not 
be BO involved in the affairs of the nonbank affiliates and the parent that regulatory 
costs are excessive, or that the market perceives that the safe^ net has been ex- 
panded to the nonbank activities of the organization. Indeed, we applaud the con- 
tinuation of functional regulators embodied m H.R. 1062. 

In an effort to eliminate unnecessary regulatory constraints and burdens, the bill 
before you would reauire the banking agencies to rely on examination reports and 
other information collected by functional re(fulatore. In addition, it would require 
the banking agencies to defer to the SEC in interpretations and enforcement of the 
fMeral securities lews. The bill goes further and eliminates the current appUcation 
procedure for holding company acquisitions by well-capitalized and well-n 
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_ organizations whose proposed nonbank acouisiUons or de novo entry are 
both authorized and pass some reasonable test of scale. 
The bill would also require no consolidated capital supervision of the holdins com- 

Eany, and minimal non-bank aupervigion so long as the uninsured bank subsicuaries 
ave in total leas than $15 billion of risk-wei^ted assets and the banks are less 
than 26 percent of consolidated risk-weighted assets. Similar treatment is available 
to holding companies if the insured bank subsidiaries have less than $6 biUion in 
risk-weighted aasets and are less than 10 percent of consolidated risk-weij^tad as- 
sets. More atringent consohdatsd Buperviaion would be imposed if the banks in- 
crease to H size that raises systemic concerns, or if the Fed concludes that the bedd- 
ing company would not honor its guarantee of the insured bank subsidiaries, as re- 
amred in RR. 1062, or if the bank portion of the total organization is so large that 
le rest of the organization mi^t have difScul^ supporting the bank. That is to 



say, oK(anizations that have bank subsidiaries with access to the safetar net, which 
is available in part even for the wholesale uninsured banks, are made subject to 
more supervision when their banks approach sizes that may pose systemic risk 
should tney fail, or when there is concern that the overall organization mi^t be 
unable to adequately support its banks. The bill approved by the Banking Cwamit- 
tee also atreamUnes the process for evaluating the permissibility of new fimmi-i^il 
activities for holding companies with strong banks. In addition, organizations with 
uninsured bank subsidiaries are authorized a basket of investments in activities not 
permitted to those holding companies with insured bank subs. 

These are extremely importuit modifications both for existing bank holding com- 
panies and for secunties firms that wish to affiliate with banks. Such provisions 
would greatly enhance the "two-way street" provisions by eliminatins unnecessary 
rMrulatory burden and red tape. We believe that this concept could also quite use- 
fully be extended to bank acquisition proposals. It is worth underlining, however, 
that there is nothing in the bill that roduces the prudential supervision of the bank 
subsidiaries— whether insured or uninsured. Indeed, H.R. 1062 quit« properly em- 
phasizeB the necessi^ for the parent holding company of insured or uninsured 
banks to maintain the strength of their banks if they wish to maintain their securi- 
ties afBUate. If unable or unwilling to do so, they must exit either the banking or 
the securities business. Entities unwilling to a<xept the responsibiU^ of maintaimng 
strong bank subsidiaries are thus provided incentives to consider whether they 
shoi^ enter and/or maintain their banking business. 

In conclusion, on more than one occasion bills to permit at least securities affili- 
ates were approved by the banking committees in ooth houses, as well as by the 
fiill Senate on several occamons. In the meantime, technological change, 
globaUzation, and maricet innovations have continued. In such a context, moderniza- 
tion of our financial tnstem should be of high priority in order better to serve the 
U.S. public. H.R. 1062 authorizes the next logical step in the modernization of oi 
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Mr. Fields. Thank you very much, Mr. Chairman. 
Julie Williams, Chief Counsel, Office of the Comptroller of the 
Currency, Department of the Treasury. 

STATEMENT OF JULIE WILLIAMS 

Ms. Williams. Thank you. Chairman Fields, Chairman Oxley, 
and members of the subcommittee for the opportunity to discuss 
H.R. 1062, the Financial Services Competitiveness Act of 1995. You 
are to be commended for moving so quickly to hold hearings on this 
important initiative which is aimed at a goal we all share — elimi- 
nating artificial and anticompetitive restrictions that limit the abil- 
ity of banks Etnd other firms to serve the financial needs of their 
customers and support the economy. 

I am here this morning on behalf of the Comptroller of the Cur- 
rency, Eugene Ludwig, who is fulfilling a long-standing commit- 
ment to participate in a meeting of the Basle Committee on Bank- 
ing Supervision in Switzerland. Comptroller Ludwig has a detailed 
written statement that I am submitting for the record. In the inter- 
est of time, I will summfirize that statement. 

We all support the fundamental goals of Glass-Steagall reform. 
We want to improve the long-term health of the banking system 
which supports our Nation's economic growth by permitting banks, 
their subsidiaries and their £if[lliates to diversify into other finan- 
cial activities within prudential limits. We want to increase access 
to capital for small and midsize businesses. We want to enhance 
competition and improve customer service by reducing regulatory 
burden and by eliminating unnecess£uy artificial segmentation of 
the financial services industry. These are admirable goals that few 
would question. 

Unfortunately, H.R. 1062 presents significant concerns about the 
means chosen to achieve those goals. At a time when Congress and 
the administration are working to reduce government interference 
and lower regulatory burdens on the private sector, this legislation 
would impose substantial new regulatory requirements and limita- 
tions on all banks, including those banks that zire not engaged in 
any new securities activities. 

Our concerns fall into three categories. First, the legislation im- 
poses restrictions on bank activities and product innovation. In an 
era when it is technologically possible to apply for and receive a 
loan over the Internet, none of us here today can predict the future 
of the financial services industry. We can predict, nowever, that es- 
tablishing legislative restrictions such as those in H.R. 1062 would 
limit banks' ability to provide innovative products and services to 
meet customer demands in the future. Far from enhancing the 
strength of the banking system, an inability to diversify restricts 
banks to a narrow market segment and leads to a loss of their bet- 
ter customers, making even traditional banking activities less safe. 

Second, H.R. 1062% limitations on the activities of banks and 
their subsidiaries would frustrate important public policy objec- 
tives. These restrictions are unlikely to improve access to capital 
for small- and medium-sized businesses. Midsized banks are pre- 
cisely the financial institutions that have the most experience deal- 
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ing with smaller businesses. Under the current provisions of H.R 
1062, however, these banks may find that the cost of establishing 
a holding company securities afnliate prevents them from entering 
local securities underwriting markets. 

Clezirly, we should foi^o the benefits of broadening bank securi- 
ties activities if the risli^ are unacceptably high, but many of the 
activities that H.R. 1062 would restrict for hankB and their subsidi- 
aries are no riskier than activities in which banks have engaged 
safely for some time. U.S. banks have safely conducted a variety 
of securities activities for years through foreign branches and sub- 
sidifiries as well eis through holding company Eiffiliates. 

To the extent that H.R. 1062 requires or induces banking organi- 
zations to conduct their securities activities in holding company af- 
filiates, the bill precludes a potentially important source of earn- 
ings flowing to banks and deprives banks of product line diver- 
sification. Tnis could have a significant impact on the health of the 
bfinking system. Over the past 15 years, banks have derived in- 
creasing strength from new products and services. In 1994, 
noninterest income accounted for more thsm a third of bank operat- 
ing revenues compared to just 19 percent in 1980. 

Overreliance on structure as a protection against risk also is con- 
ceptually unsound. It ignores the differences in risk of different 
products as well as the need for strong supervision to ensure that 
banks properly manage the risks of their activities. Experience has 
shown that the location of an activity in a banking organization 
structure matters little when the organization decioes whether to 
support the activity if it runs into trouble. Further, the location of 
an entity in an organization's corporate structure has been shown 
to be irrelevant wtien courts consider whether to pierce the cor- 
porate veil to reach one entity's assets 

Mr. Fields. Ms. Willisuns, could we ask you to summarize also, 
please. 

Ms. Williams, [continuing] to cover the loss of a related entity. 

Third, this legislation would impose new regulatory burdens on 
virtually all banks, even banks without securities activities. At- 
tached to the Comptroller's written statement is a chart that sum- 
marizes just the basic steps that a bank would go through under 
this bill to determine if and how it could provide a new financial 
product to its customer. There are other attachments that summa- 
rize how the requirements of the bill would affect different types 
of banking organizations. 

In sum, we stron^y support the goals of H.R. 1062, but we have 
serious reservations about the meems to achieve these goals laid 
out in this legislation. We need a judicious combination of prudent 
activities diversification for banks, strong supervision, and firewalls 
tailored to specific activities. Instead, H!r. 1062 would impose new 
regulatory burdens and restructuring requirements and would also 
restrict banks' ability to provide innovative products to meet the 
needs of a changing economy and changing customer demands. We 
recognize the value of prudential limits and safeguards on the 
range of permissible hank activities, but in its current form the bill 
goes well beyond what is needed. 

Mr. Chairman, I would be happy to answer any questions you 
have. 
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[The prepared statement of Eugene Ludwig as submitted by 
Julie Williams follows:] 

Prepared Statement of Eugene A. Ludwio, Comptroller of the Currency 

Chairman Fields, Chairman Oxley, and members of the Subcommittees, I com- 
mend you for initiatii^ these hearingB on H.R 1062, the Financial Services Ctnn- 
petitiveneBS Act of 1996. We share common goals: eliminating artificial and anti- 
competitive restrictians that limit the ability of banks and other finns to serve the 
financial needs of their customers and support the economy. Allowing banking orga- 
nizations to expand their activities can lead to improved, more convenient, and less 
cosUy services for consumers of financial services and can foster enhanced access 
to capital for small and mid-sized businesses. Competitive financial services markets 
are the most efficient fmandal services markets, and the best able to serve and ben- 
efit all customers. 

For banka, activities diversification is an essential complement to the geographic 
diversification authorized by Congress last year. Together, they form the necesaary 
cornerstones of a vigorous banking system. Both types of diversification are needed 
to ensure that our banks can meet uie needs of their local customers and commu- 
nities as well as remain competitive in international financial markets. 

Eliminating artificial and anticompetitive restrictions are goals that few would 

auestion. Unlortunately, H.R. 1062 presents significant concerns about the means 
Itosen to achieve those goals. At a tune when Congress and the Administration are 
working together to reduce government interference and lower regulatory burdens 
on the private sector, this legislation would impose substantial new regulatory re- 
(^uirementa and limitations on all banks — including banks that wish only to con- 
tinue doing what they have done safely for years. Our concerns on this score fall 
into three Basic areas: 

First, by imposing restnctionB on bank activities and product innovation, the leg- 
islation would intrude deeply into the realm of market decisions. More than 130 
?)an ago, the New York Court of Appeals, in a case involving the powers of New 
ork state banks, declined to impose rigid limits on bank activities "because no 
human capacity can foresee what impUea powers may, in the progress of time, the 
discovery and perfection of better meuioda of business, and the ever vamng attitude 
of human relauons, be required to give effect to the express powers" of oaiucs. These 
words were written in 1857. They are wise counsel for us today. The current Glass- 
Steagall framework is indeed antiquated. But to replace it wiui an even less work- 
able structure would be to step in the wrong direction. 

In an era when it's possible to apply for and receive a loan over the Internet, none 
of us here today can predict the future of the financial services industry. We can 
predict, however, that establishing legislative restrictions such as those in H.R. 1062 
will curtail banks' ability to provide innovative products and services their cus- 
tomers will demand in the future. These restrictions will lead to a loss of banks bet- 
ter customers, making even traditional banking activities less safe. 

For example, consider the ability of banks to securitize commercial loans. Today, 
banks securitize a wide range of residential mortgages and consumer loans. They 
are banning to securitize commercial mortgages, and the markete are now explor- 
ing how to facilitate securitization of other types of business loans. The abili^ to 
securitize their loan assets gives banks a tool to manage their liquidity and the 



types of loans they acquire from affiliated banks. What purpose is served 1^ pre- 
cluding banks from partidpating in marketplace innovations that can enhance tneir 
ability to fund commercial loans, improve liquidi^, and better manage their risk? 



Second, H.R. 1062's limitetions on activities of banks and their subsidiaries frus- 
trate important public poli^ objectiveB, such as increasing access to capital and im- 
proving safietv and soundness. These restrictions will likely prevent the bill from im- 
pro^ng small and medium-sized business access to capital. Medium-sized banks are 
precisely the financial institutions that have the most experience in dealing with 
smaller businesses. Under H.R 1062 in its current form, these banks may find the 
cost of the bill s holding company requiremente prevents them from entering local 
securitiee underwriting markete. 

We should be willing to foref^ the beneflte of broadening bank securities activities 
if the risks are unacceptably high. But the restrictions H.R. 1062 would impose may 
actually increase risk in the banking system. To the extent that it requires or in- 
duces banks to conduct their securities activities in holding ccmipany afaliates. H.R 
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1062 precludes a potentially important Niurce of bank eamiDgB and deprives banks 
of product line diversification. 

Many of the adivitieB H.R. 1062 would limit are no riskier than similar activities 
in which banks have safely engaged for years. For example, current law expressly 
authorizee national banks to purchase and bold — indefinitely — high grade corporate 
debt securities that qualify as "investment securitieB." We should not assume — as 
H.R. 1062 apparently does— that holding this corporate debt for a matter of hours 
or days as an underwriter or dealer is more risky than holding those securities in 
a portfolio for monlka or yean. 

In &ct, the overwhelnmig wd^t of evidence suggests that non-traditional finan- 
cial activitieB—apecificalW securities activitiea — need not threaten bank safety and 
soundness. U.S. t>anks, through foreign branches and subsidiaries, as well as hold- 
my affiliates, have safely engaged in a variety of securities activities 



TCZ. 



curities activities are consistently profitable. 

Banks in most of the G-10 countries also have engaged in a broad range of finan- 
cial services activities for many years. No evidence sunreats that these activities 
have diminished the safety and soundness of these insUtutions. On the contrary, 
fbreign bank supervisors consistently report that income from non-traditional finan- 
cial activities has been a key suppcni to bank safety and soundness during periods 
of financial stress. 

Over-reliance on structure as a protection a^nat risk also is conceptually un- 
sound. It ignores the differences in risk of dinerent products, as well as the need 
for stroiig supervision to ensttre that banks property manage the risks at their ac- 
tivities, i^cp^ence teaches that the location of an entity in a bankins organization's 
corporate structure matters little when a bankiiw organization decides whether to 
support its affiliate. For example, reputation risk has been a strong incentive for 
b«uu to bail out troubled holding company affiliates— r^mtOeaa of structural bar- 
riers. F^irther, the location of an enti^ in an organizatiorrs corporate sbucture has 
been shown to be irrelevant to whether a court will "pierce the corporate veil" to 
reach one enti^s assets to cover the losses of a related entity. 

The long-term viabilit? of our banking system depends upon the ability of banks 
(directly uid throuf^ their subsidiaries) to be strong and competitive fincuicial serv- 
ices providers. A k^ factor in achieving that result is ensuring that banking organi- 
sations can make reasonable choices as to the moat efficient corporate structures for 
conducting their businesses. Unless compelled by reasons of safety and soundness — 
which is not the case for most securities activities — banking organizationa should 
be allowed to innovate as they and the market deem appropriate, not the govern- 
ment. It is illogical to suggest that requiring or inducing banks to shift into holding 
company affiliates will somehow make banks strong. 

Long-term safety and soundness in the banking indusb? depends upon a judicious 
combination of prudent activities diversification and strong supervision and fire- 
walls tailored to the activity in question, which are not imposed on a one-size-fits- 
all basis. Secretary Rubin, in his March 1, 1996 testimoiq' Defbre the House Bank- 
ing and Financial Services Committee, has outiined such an approach. The Comp- 
troller s Office fullv subscribes to the principles the Secretary set forth. 

Third, the legislation imposes costly new regulatory bunlens. Batiks (and their 
lawyers) will spend substantial time trying to figure out what new rules apply to 
what activitieB and which regulator interprets and implements them. 

Multiple new regulatory requirements also will compel substantial restructuring 
within potentially Qiausands oi banks that have no intmst in expanding their secu- 
rities activities. For example, many banks will face additional regulatws, tlie need 
te establish new divisions, affiliates, or holding companies; the need to set up new 
internal systems: and the need to satisfy new audit and reporting requirements. If 
the bank wanted to make a customer aware of a "nonbanking" product offered by 
the bank or any affiliate of the bank, e.g., insurance, the bank will be sutfject to 
new standards implemented by the Federal Reserve Boiard. 

These requirements — and others — would increase costs for banks and undermine 
their ability to compete effidentlv. Artificial separations between "securitiea'' and 

"bankiiu" activities may also leaa to "" " " ''' ■-- jj ■ 1_^__ 

jhlps. TtiiB type of restructuring coul<_ 
and soundness of the banking system. 

Attached te my testimony is a chart that summarizes just the basic steps that 
a bank would have to go through under this bUl to determine if— and bow — it could 
provide a new financial product to iU customers. Also attached are several examples 
of how the new requirements in the bill would affect different types of banking orga- 
nizations. These examples illustrate why we have concerns about the new regu- 
latory burdens contained in the bill. 
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In sum, the Comptroller'B Office Bupports reeonsiderinE archaic and coimtar- 

le opportunity to testil 

n tluB area. However, we have serious reservations 

The bill would impose new regulatory burdens and restnicturing requirements on 
virtually all banks-including banks that do not undertake new securities activitiea. 
It would also restrict banks' ability to provide innovative products to meet the needs 
of a changing economy and evolving customer base. The bill in its current form 
would therefore hinder the banking system s long-term safety and soundness and 
limit its atnlitjv to support economic growth. 

Only compelling public ftiiiey reasons can justi^ such a large government intru- 
sion into the private sector. We see no such compelling reasons for many of the pro- 
visions in H-R. 1062. 

ATTACHMENT «1 

Reouiation of Bank Underwritino and Dealino Under H.R. 1062 
1 




■orilyisvidndibiMldbt 
nptabd H a bMUif pndua or 

bnlyBontViMCOMMMr 
tMHTIIMmniDMlbyFidl 


No Vei 






Kthitf Ib I Kpmtt 



oftbcbuk 
rSIDD") [Rifiibitd 
bfSEC&NASDI 



d by Google 



ATTACHMENT *S 

Impact of H.R. 1062 
Tlie foUowiiiK providet a prcliminuy uul^rsis of the effects of the etatutory 
changes made oy H.R. 1062 on the currently pennisaible aecuritiee activities m 
banks. The examples illustrate how the chanoes in the law would affect hypothetical 
banks that are engaging in securitieB activities typical for their size. Fm- purposes 
of this preliminaiv anamis, it la assumed that the number c€ the banks' securities 
brokerage and pnvate placement transactions e»aed the de minimis thresholds in 
die bill and that the brokerage services are publicly advertised or the bank receives 
incentive compensation for these services. 

HYPOTHmCAL COHUUNITr BANK 

Current ActiviHeB 

Securities Brokerage. Sales of Shares in Unaffiliated Mutual Funds. Sales of U.S. 
Government Bonds and Municipal Bonds. Trust Services, IndudinE Managed Agen- 
cy Accounts and Common Trust Funds. Agency Sales of Credit Lifb Insurance. 
Impact of H.R. 1062 

Securltlea Brokerage: llie bank must npMter as a broker and comply with all 
SEC requirements, or move its securities brokerage business to a subsidisry or sep- 
arate division or department of the bank (SIDD). 

The subsidiary or SIDD must register as a broker with the SEC, satisfy all appli- 
cable ^C rules, and be sulqect to SEC regulation. 

In order for bank employees to offer brok»aae services, the bank will have to 
enter into "networidng ammgements" with its SIDD or subsidiary, sulqect to re- 
strictions on the role, qualifications and compensation of bank empWeee, 

it defined by the FMeral Beeerve as a nonbankinK product, the bank cannot ex- 
press anv iqnnion about the product unless new disdoeures are made and the cus- 
tomer adcnowledgss recavingthese disclosures. 

Salee of Sharee In Unaffiliated Mutual Funi 
must 

Addflionai SEC regulated disdoeures must be made regarding the relationship of 
the mutual fUnd and the bank. 

Sale* of VS. GovertuiMnt Bonds and Municipal Bonds: These sales may 
continue in the bank, but if the Federal Reserve consioers tJiese products to be "non- 
banking products' additional disclosures and customer acknowledgements will be re- 
quired. 

Trust Servioea. including Hanj^ed Agency Accounts and Conunon Trust 
Funds: With r^ard to common trust funds, the bank will have to roister the fund 
as an invesbnent company and the bank will be suligect to SEC iMxiker-dealer regu- 
lation unless: (i> the common trust fund is employed by the Inuik soldy as an aid 
to the administration of trusts, estates, or other accounts created and maintained 
fbr a fiduciary purposes; <ii) interests in such fimde are not advertised except in con- 
nection with ordinary advertising of the bank's fiduciaiy services; and (iii) fees and 
omoDses charaed are not in contravention of Federal and state fidiidaiy law. 

With regard to managed agency accounts in which fUnds are invested in mutual 
firnds, the bank will have to comply with standards governing sales practices, re- 
quired disdosures, compensation, advertising, and training of bank personnel. 

Additional SEC regulated disdoeures must be made regarding the relationship of 
the mutual fbnd and the bank. 

If defined by the Federal Reserve as a nonbankine product, the bank cannot ex- 
press anv o[nnion about the product unless new disclosures are made and the cus- 
tomer acknowledges receiving these disclosures. 

" ■ - — ■■- -ji^ Inaurance: T 

. ... a connection with the sale of credit life ii 

d to be a "nonbanking product' by the Federal Reserve. Customers must ac- 
knowledge receipt of these <mclosuree, 

HYPOTHETICAL REGIONAL BANK WITHOUT A SECTION 20 AFTILIATB 

Current Activities 

Securities Brokerage Through a Subsidiary. Investment Advisoiy Services For In- 
vestment Companies. Dealing in Government Securities and Bai^ Eligible Money 
Market Instruments. Collective Investment and Common Trust Funds. Sweep Cus- 
tomer Accounts to Mutual Fund. Securities Custodial and Transfer Agent Services. 
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/rnpoct ofH.R. 1062 

Securities Brokera^ Through a Subeldlary; The subsidiary ma; o 
engage in brokerage acbvitieB. 

In order for bank employees to offer brokerage services, the bank will have to 
enter into 'Networking arrangements" with its subsidiary, sut^ect to restrictionB on 
the role, qualifications and compensation of bank employees. 

If defined by the Federal Reserve as a nonbanking product, the bank cannot tx- 
press anv opinion about the product unless new disclosures are made and the cus- 
tomer acknowtedgeB receiving these disdoeures. 

Bestrictions are placed on the transfer of non-public customer information be- 
tween the bank and the brokerage suhaidiaiy. 

Inveatment Advtaoiy Service* For uveetment Companlee: This activity 
must be moved fivm the bank to a SIDD, subsidiaiy, or affiliate of the bank, or the 
bank itself will have to register as an investment adviser. 

The investment company m^ not use the bank's name or a similar name. 

The bank cannot lend to the investment company in contravention of SEC rules. 

The investment company may not purchase securities of an issuer that has a ma- 
terial lending relationsnip with the bank in contravention of SEC rules. 

The banking agencies must provide the SEC with the results of any e: 
™. _«.rf -dealing with the investment advi-"—' """-"•— -fn— k—l- «- ai¥ 
; In Govaminent Securitlea i 
K Hw bank may continue to enc _ 
or municipal securities are considered to M "nonbanking products" by the Federal 
Reserve, new disclosure requirements will apply before '&SBe securitieB may be sold 
to cuHtomerg, and must be acknowledged. 

Alter consultation with the SEC, the banking regulator may require the bank to 
submit information nec^saiy to justify and monitor its exception £rom the securities 
laws. Reported information must be shared with the SEC upon request. 

Collective Inveatment and Common T^uat Funda; The bank must register 
the fimds as investment companies under the Investment Company Act, and the 
bank will be subject to SEC broker-dealer regulation unless: (i) the lund is used by 
the bank only as an aid to its administration of trust accounts, (ii) the fund is not 
advertised or ofiered for sale to the general public except in connection with the or- 
dinary advertising of the bank's fidudaiy services, and (iii) the fees and expenses 
charged by the fund are not in contravention with fiduciary principles established 
under Federal or State law. 

If the collective investment or common trust fund activities are deemed the sale 
of a nonbanldiuc product by the Federal Reserve, the bank must make Federal Re- 
serve regulated disclosures to the customer end obtain the customer's written ac- 
knowledgement (hat the disclosures were received. 

Swa^ Ciutomer Acoonnta to Mutual Fund: If part of a program to invest 
bank d^osita in a registered money market fiuid, the bank mav continue to engage 
in these activities. Otherwise, it would be required to move the activities into an 
SEC regulated SIDD. 

If the money maricet fund investment is deemed the sale of a nonbankin|[ product 
by the Federal Reserve, the bank must make Federal Reserve regulated disclosures 
to the customer and obtain the customer's written acknowledgement that the disclo- 
sures were received. 

Hie bank must comply with SEC regulated and enforced disclosure re<]uirements 
governing sales of secimtieB issued by registered investment companies. 

The bank will be subject to the new joint regulations that must be issued by the 
banking agencies, in consultation with the SEC, governing sales practices, disclo- 
sures, advertising, and compensation and training of bank personnel engaged in the 
buying and selling of securities issued tqr an investment company. 

After consultation wiQi Qie SEC, the banking regulator may require the bank to 
submit infbrmation necMsary to justify and monitor its exception fi^m the securities 
laws. Reported information must be shared with the SEC umn request. 

Securitlea Custodial and TruuCsr Agent Servlee*: Tlie bank could continue 
to perform these activitiee in the bank without registering under the securities laws. 

After consultation with the SEC, the banking regulator may require the bank to 
submit information necessary to justify and monitor its exception fi^m the securities 
laws. Reported information must be shared with the SEC uoon request. 

The bank will be sutiject to new SEC regulatmy and enrorcement authority with 
respect to banks acting as custodians of affiliated management investment compa- 
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Securltixatlon of Ccnuumar Louu Mud Mortgages: This activi^ may remain 
in the bank so long as the loans being securitized ere 1-4 fJEunily residential mort- 
gagee and consumer receivables. 

If the bank has a securities af&liate. however, the activity must be moved to a 
SIDD, or subsidiary of the bank, registered with the SEC as a broker/dealer. 

If the Federal Reserve determines that these securities are non-banking products, 
the bank will have to comply with disclosure requirements and customer acknowl- 
edgment. 

After consultation with the SEC, the banking regulator may require the bank to 
submit information necessary to justi^ and monitor its exception fixim the securities 
laws. Reported information must be shared with the SEC upon request. 

Sales of Annultiea and Credit Life Inaurance: The Federal Reserve will pre- 
scribe new disclosure requirements in connection with the sale of annuities and 
credit life insurance if deemed to be a "nonbanking product" by the Federal Reserve. 
Customers must acknowled^^ receipt of these diadoeures. 

Sales of annuities {even if thev are not deemed to be securities) by a bank are 
sulqect to new joint agency relations governing sales practices, consumer disclo- 
sure, advertising, sales personnel compensation, and personnel training require- 
ments. Sales of variable annuities would be treated as securities brokerage. 

HYPOTHETICAL REGIONAL BANK WITH SECTION 20 AFFILIATE 

Current Activities 

Securities Brokera^ Through Subsidiary. Sweep Account Services. Custodian and 
Transfer Agent Services. IVoprietary Mutual Funds. Collective Investment Funds. 
Underwriting of Bank Ineligible Municipal Revenue Bonds in Section 20 AfOhate. 
Underwriting of U.S. Government and Municipal General Obligations. 
Impact ofH.R. 1062 

Securitlee Brokera^ Throu^ Subsidiary: The subsidiary may continue to 
eneage in brokerage activities. 

In ord<>r for bank employees to offer brokerage services, the bank will have to 
enter into 'Networking arrangements" with its subsidiary, subject to restrictions on 
the role, qualifications and compensation of bank employees. 

If deemed a nonbanking product, the bank and its employees will have to make 
new disclosures, implemented fay the Federal Reserve, in connection with the sale 
or promotion of these brokerage activities and the customer must acknowledge re- 
ceiving these disclosures. 

Res&ictions are placed on the transfer of customer infbnnation between the bank 
and the brokerage subsidiary. 

Sw«ep Account Service*: If part of a program to invest bank deposits in a ro- 
istered money market fund, the bank may continue to engage in this activi^. Other- 
wise, it would be required to move the activities into an SEC regulated SOD. 

If the money market fund investment is deemed the sale of a nonbanking product 
by the Federal Reserve, the bank must make Federal Reserve regulated disclosures 
to the customer and obtain the customer's written acknowledgement that the disclo- 
sures were received. 

"nie bank must comply with SEC r^ulated and enforced disclosure requirements 
governing sales of seeunties issued by the registered investment companies. 

The bank will be subject to the new joint r^ulations that must be issued by the 
banking agencies, in consultation with the SBC, governing sales practicea, disclo- 
sures and advertising, and training of bank personnel en^ged in the buying and 
seUing of securities issued by an investment company. 

The bank would be subject to new reporting requirements (which will be available 
to the SEC) concerning these transactions to ensure that the bank is complying with 
the securities laws. 

Custodian and Transfer Agent ServlceK A bank could continue to perform 
these activities in the bank without registering under the securities laws. 

After consultation with the SEC, the banking regulator may require the bank to 
submit information necessary to justify and monitor its exception mm the securities 
laws. Reported information must be shared with the SEC upon request. 

The bank would be subject to new SEC regulatory and erjorcement authority with 
respect to banks acting as custodians of affiliated management investment compa- 

Proprletary Mutual Funds; This brokerage activity would have to be moved to 
a SIDD or subsidiary. 

Bank investment advisory activities with regard to the proprietary label mutual 
fund must be moved to a ^DD or subsidiary, registered as an investment advisor. 
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If the fiuid is advised by the bank SIDD or afGliate, the fimd may not have the 
same or similar name of the bank. 

The mutual fund may not purchase securities from an issuer that has a material 
lending relationship with the bank in contravention of SEC niles. 

New SEC rules will govern loans between the bank and the mutual fund being 
advised by the bank SIDD or aSiliate. 

Banking agencies must provide reports to the SEC relating to investment advisory 
activities. 

Collectlva Investment Funda: The bank must roister the funds as investment 
companies under the Investment Company Act, and the bank will be subject to SEC 
brolcer-dealer regulation unless: (i) the fluid is used by the bank only as an aid to 
its administration of trust accounts, (ii) the funl is not advertiMd or offered for sale 
to the general public except in connection with the ordinary advertising of the 
bank's fiduciary services, and <iii) the fees and expenses charosd by the nmd are 
not in contravention wiUi fidudaiy principles established unwr Federal or State 
law. 

If the collective investment fUnd activities are deemed the sale of a nonbanldng 
product by the Federal Beserve, the bank must make Federal It«serve regulated dis- 
closures to the customer and obtain the customer's vrritten acknowledgment that 
the disclosures were received. 

Alter consultation with the SEC, the banking regulator may require the bank to 
submit information necessary to Justi^ and monitor its exception fi^im the securities 
laws. Reported infbrmation must be shared with the SEC upon request 

Underwriting of Municipal Revenue Bonds; May be conducted by the bank. 

Underwriting of U.S. Government tutd Municipal General ObugBtlona in 
Section 20 AfflUate: May be conducted in the bank. 

MYPOTHBTICAL MONEY CENTER BANK WITH SECTION 20 AFFILIATE 

Current Activitua 

Securities Brokerage. Variable Annuities. Proprietary Mutual Funds. Underwrit- 
ing and Dealing in Government and Other Eligible Securities, Including Acting As 
B PrimBiy Dealer, in a Section 20 Affiliate. Underwriting and Dealins in Ineligible 
Securities in the U.S. Through a Section 20 Affiliate. Derivative and Hedge Instru- 
ments, Including Options and Swaps. Sweep Accounts Services. Deposit Accounts 
Linked to a securities or Commodity Index. Custodian, Transfer Agent and Clearing 
Agcmt Services. Collective Investment Funds Offered to Fiduciary Customers, In- 
cluding Collective IRA Funds. Serving as Investment Adviser. Securitization of 
Consumer Obligations, Private Placements. Riskless Principal Transactions. Com- 
mercial Paper Programs. Agency Sales of Credit Life Insurance. 
Itt^acl ofH.R. 1062 

Seciuitlea Brokerage: Bank subsidiary may continue this activity (it is already 
a registered broker-dealer). 

In order for bank employees to ofier brokerage services, the bank will have to 
enter into "Networking arrangements" with its SIDD or subsidiary, sutiject to re- 
strictions on the role, qualifications and compensation of bank employees. 

The bank and its employees will have to make new disclosures, implemented by 
the Federal Reserve, in connection with the sale or promotion of these brokerage 
activities. The customer must acknowledge receiving these disclosures. 

Restrictions are placed on the transfer of customer information between the bank 
and the brokerage subsidiary. 

Variable Annuitiew This would be considered a securities brokerage activity 
that would have to be moved to a SIDD or subsidiaiy. If considered to be a non- 
banking product by the Federal Reserve, disclosures rdating to such products would 
have to be made. 

Proprietary Mutual Funds: New SEC disclosure requirements, as well as Fed- 
eral Reserve wsdosure requiroments for nonbanking products, may apply to broker- 
age of and investing fiduciary accounts in fUnds. 

Undorwrlting and Dealing in Government and other Eligible Secuiitlea 
In a Section 20 AffUlate: Most activity could be returned to the bank, but some 
derivative instruments that are securities will not be permitted in the bank. 

If the Government or municipal securities are considered to be "nonbanking prod- 
ucts" b^ the Federal Reserve, new disclosure requiroments will apply before these 
securities may be sold to customers. 
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serve approves as a securities affiliate may continue these activities under saflB- 
guards and if affiliated banks are generally well-capitalized and well -managed. 

Derivatlvtt and Hedge Iiutmmenta, Incloalng C>[rtioiu and Swaps: To 
broker the many options that are considwed to be securities by the SE!C, a bank 
will be required to establish a SIDD or subsidiary. To deal in these options, the 
bank will be required to register as a broker-dealer. 

A bank with a securities affiliate will be prohibited from dealing in any cations 
that are not "expressly authorized" securities in 12 U.S.C. §24(Seventh), unless the 
F«ieral Reserve deems the options to be traditional bank products. 

The Federal Reserve may regulate disclosures if it deems these products to be 
nonbanking products. 

A bank should be able to continue its swap activities, unless the SEC determines 
that the inatruments are securities. 

Sweep AecountK If part of a program to invest bank deposits in a registered 
money market fund, the bank would not be required to register as a "brwer^ or 
move these activities out of the bank. Otherwise, it would be required to move the 
activities into an SEC r^ulated SIDD or subsidiary. 

If the money market fund investment is deemed the sale of a nonbanking product 
by the Federal Reserve, the bank must make Fed regulated disclosures to the cus- 
tomer and obtain the customer's written acknowledgement that the disclosures were 

The bank must comply with SEC regulated and enforced disclosure requirements 
governing sales of securities issued by the registered inveatment companies. 

The bank will be subject to the new joint regulations that must be issued by the 
banking agencies, in consultation with the SEC, governing sales practices, disclo- 
sures and advertiSLag, and training of bank personnel engaged in the buying and 
selling of securities issued by an investment company. 

The bank would be subject to new reporting requirements (which will be available 
to the SEC) concerning these transactions to ensure that the bank is complying mth 
the securities laws. 

Depoait Account* Linked to a Securitie* Index; A bank will be able to con- 
tinue to offer these products, unless the SEC determines that they are securities. 

Cuatodiaa, Transfer Agent and Clearing Agent Servlcee: A bank could con- 
tinue to perfonn these activities in the bank without registering under the securities 

After consultation with the SEC, the banking regulator may require the bank to 
submit information necessary to justify and monitor its exception fi^m the securities 
laws. Reported information must be shared with the SEC upon request. 

The bank would be subject to new SEC regidatory and enforcement authority with 
respect to banks acting as custodians of affiliated management investment compa- 

Coliectlve Inveatment Funda Offered to Fiduciary Customera, Including 

Collective IRA Funda: The bank must register the collective investment funds as 
investment companies under the Investment Company Act, and the bank will be 
subject to SEC broker-dealer relation unless: (1) the fund is used by the bank 
only as an aid to its administration of trust accounts, (2) the fund is not advertised 
or offered for sale to the general public except in connection with the ordinaiy ad- 
vertising of the bank's fiduciary services, ana (3) the fees and ezpenaes charged bv 
the ftind are not in contravention with Sduciaiy principles established under Fea- 
eral or State law. 

If the collective investment fund activities are deemed the sale of a nonbanking 
product by the Federal Reserve, the bank must make Federal Reserve regulated dis- 
closures to the customer and obtain the customer's written acknowledgement that 
the disclosures were received. 

Servii^ as Inveatment Adviser; Investment adviser activities must be moved 
to a SIDD or subsidiary, registered as an investment adviser. 

An investment company advised by the SIDD or by a bank affiliate may not have 
a name similar to the bank's name. 

The investment company may not purchase shares from an issuer that has a ma- 
terial len^g relationship with the bank. 

New SEC regulations will govern the manner in which banks may serve as 
custodians of investment companies advised by the bank SIDD or subsidiary. 

New SEC rules to govern loans between the bank and investment company being 
advised by the bank SIDD or subsidiary. 

Banking acencies must provide examination reports to the SEC with respect to 
investment advisoiy activities. 
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If the bank has a EontroUing interest in the advised investment company in a fi- 
duciary capacity, the voting rights must be transferred to an independent third 
party, 

Secuiitisstlon of Consumer Obllf^tions; This activity may remain in the 
bank so long as the loans being securitized are 1-4 family residential mortgages or 
consumer receivables. 

If the bank has a securities afSliate, the activity must be moved to a SIDD, or 
subsidiary of the bank, registered with the SEC as a broker/dealer. 

If the Federal Reserve determines that these securities are non-banking products, 
the bank will have to comply with disclosure retjuirements before it can state an 
opinion on the advisabili^ of purchasing the secunty. 

After consultation with the SEC, the banking regulator may require the bank to 
submit information necessary to justify and monitor its exception Grom the SEC Act. 
Reported infonnation must be shared with the SBC upon request 

Private Placementa: The bank would have to register as a broker or would have 
to move its private placement activities to a SIDD or subsidiary. 

lUskleM Principal TraiuBctioiu; The bank must register as a broker-dealer 
with the SBC, unless the Federal Reserve determines that the activi^ is a tradi- 
tional banking product In that event, the bank could move the activity to a SIDD 
in order to svoia regiatering the entire bank. 

If these securities transactions are considered "nonbankio^ Droduets" by the Fed- 
eral Reserve, new Federal Res^-ve disclosure requirements will apply. 

Commercial Paper: T^e bank may continue to place commercial paper, provided 
it does not offer the credit enhancements that are frequently requirad in this mar- 
ket. 

If the bank moves the activity to a securities affiliate, the afSIiate will be allowed 
to underwrite commercial paper, but the saGsguards restrict the bank from provid- 
ingenhancements unless the hank is a well-capitalized bank afBUate. 

The activity may be subject to Federal Reserve disclosure requirements if the Fed- 
eral Reserve deems it a "nonbankiiU[ product." 

AccDcy Sales of Credit lUe Iiisurance: The Federal Reserve will prescribe 
new disclosure requirements in connection with the sale of credit life insurance and 
any other product deemed to be a "nonbanking product" by the Federal Reserve. 
Customers must acknowledge receipt of these diacloaures. 



Current Adudtiea in Uninaured Branch 

Trust Services, Including Managed Agency Accounts. Trading In Foreign Ex- 
change, Money Market Instruments, Preaous Metals. Derivatives Activities, Includ- 
ing Swaps and Trading in Foreign Exchange and Other Options. 
Impact ofH.R. 1062 

Becuritiea Broker-Dealer Actlvitiea: Because foreign banks generally are not 
"banks" for puiposes of the securities laws, the repeal of the broker-dealer statuto^ 
exemption for U.S. banks in the securities laws would not affect foreign banks. It 
is not known what changes the SEC would make in its regulations exempting for- 



a conform with the repeal of the exemption for U.S. banks. 
Section 20 Afllllate: The foreign bank would not be required to establish a U.S. 
bank holding company to operate a securities affiliate in the U.S. and most of the 
firewalls restricting transactions between the uninsured branch and the securities 
affiliate may not be applicable. 

Mr. Fields. Thank you very much. 

Chairman Ricki Heifer, Federal Deposit Insurance Corporation. 

STATEMENT OF RICKI HELPER 

Ms. Helper. Thank you very much, Mr. Chairman. 

I welcome this opportunity to testify on structural reform of our 
financial system and on H.R. 1062, the Financial Services Competi- 
tiveness Act of 1995. Structurfil reform is of great importance to 
the future of our financial system. 

I commend you, Chairman Fields and Chairman Ozley, for your 
leadership in giving structural reform the priority that it deserves. 
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I would like to submit my written statement for the record and, in 
the next few minutes, I will summarize three important points. 

Point one, the Federal Deposit Insurance Corporation has sup- 
ported repealing Glass-Steagall restrictions on the securities activi- 
ties of commercial banks since 1987, and it continues to do so. Re- 
pealing Glass-Steagall restrictions would strengthen banking orga- 
nizations by allowing them to diversify their sources of income. Re- 
peal would allow banks to serve their customers more effectively 
and would promote an efficient and competitive evolution of U.S. 
financial markets. 

In making banking more competitive, repeal may also make 
banking safer. Large corporations meet their funding needs by is- 
suing commercial paper, debt securities and equity securities, and 
by borrowing from banks. Glass-Steagall restrictions prevent most 
banking organizations from providing the full range of funding op- 
tions to their customers. Bank lending to large corporations has m 
fact been declining for decades. 

There is also indirect evidence to suggest that as banks have lost 
their best business customers, they have turned to some extent to 
riskier ventures, such as construction, finance, and commercial real 
estate loans. Rather than making banking safer, it appears that 
Glass-Steagall restrictions have nad the unintentional effect of 
making it riskier. 

Securities activities encompass a range of financial risks that 
banks understand and have the experience and expertise to ad- 
dress. The marketplace has outstripped the Depression-era restric- 
tions of the Glass-Steagall Act. These restrictions can safely be re- 
pefiled because we have in place today a r^ulatory structure of 
comprehensive beinking and securities regulation that did not exist 
in 1933. 

Securities activities of banking organizations should be subject to 
the regulation of the Securities and Exchange Commission. As se- 
curities activity increases in the banking industry, so will the rote 
of functional regulation and the need to coordinate the distinct reg- 
ulatory approaches. 

Supervision has been the keystone of the regulation of commer- 
cial banking, while disclosure and market discipline have been the 
key elements of securities regulation. The challenge will be to com- 
bine these approaches in a seamless fashion that permits no gaps 
that might threaten the insurance funds and yet avoids burdening 
banks with regulatory overlap. By the same token, cfire should be 
taken to confine deposit insurance protection appropriately. 

Point two, the FDIC as insurer of bank and thrift deposits has 
special concerns regarding how these restrictions are repealed. The 
integrity of the deposit Insurance funds requires that repeal be ac- 
companied by adequate safeguards for insured institutions. Recent 
experience in the late 1980^ illustrates why safeguards are nec- 
essary to protect the deposit insurance funds and the financial sys- 
tem when expanding lines of business for insured institutions. 

Point number three, the Financial Services Competitiveness Act 
recognizes the need for prudential protections for insured institu- 
tions, and we believe it strikes a reasonable bfilance between these 
necessary safeguards and the risks of investment banking activi- 
ties. 
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The time has come to move ahead. The FDIC stands ready to as- 
sist the Congress in this important effort in the weeks and months 
ahead. 

Thank you. I look forward to responding to your questions. 

[The prepared statement of Hon. Ricki Heifer follows:] 



INTRODUCTION 

Chairman Fields, Chairman Oxley and members of the Subcommittees, I appre- 
ciate end welcome this opportunit]r to present the views of the Federal Deposit In- 
surance Corporation on tne Financial Services Competitiveness Act of 1995, and re- 
lated issues. I (ximmend you for placing a high pnority on the need for structural 
reform of our financial system. 

The FDIC supports a repeal of the Glass-Steagall restrictioiu on the socurities ac- 
tivities of cosunerdal banking organizatioiu, provided that this is accompanied by 
the appropriate protection to the aeposit insurance funds. In the financial and r«u- 
latory environment of today, the (Sass-Steagall restrictions do not serve a usdU 
pubhc purpose, Repeal of the restrictions would strengthen banking organizationa 
by allowii^ diversification of income sources and better service to eustomers, and 
would promote an efficient and competitive evolution of U.S. financial markets. 

History demonstrates, however, that expansion of the activities of banking organi- 
zations must be accompanied by adequate safeguards. The controls that exist today 
to protect insured institutions from the risks of related nonbanking entities have 
generally proven satisfactory in the normal course of business. When banking orga- 
nizations nave experienced severe financial stress, however, interaffiliate trans- 
actaons have occurred that have resulted in material losses to the deposit insurance 
funds, althou^ these have not been solely responsible for any bank failures. The 
FDIC has a special interest in the adequacy of safe^ards to protect the deposit in- 
surance funds. My testimony contains several specific commenU in this area. 

Flnandal mariceta have changed dramatically since 1933, when the Glass-Steaeall 
Act first imposed a separation between bankii^ and securities underwriting activi- 
ties, and since 1966, when tiie Bank Holding Company Act further limited the ac- 
tivities of bank affiliates. To a greater extent than ever before, nonbanking firms 
now are offering financial products that were once the exclusive domain of banks. 
Improvemente in information technology and innovations in financial markets make 
it possible for the best business customers of banks to have access to the capital 
markets directiy, and, in the process, to bypass traditional financial intermediaries. 

Large corporations meet their funding needs through the issue of commercial 
paper, debt securities, equity and through loans. The Glass-Steagall restrictions pre- 
vent most banking organizations from providing the fiill range of funding options 
to their customers. The shrinking role or banks in lending to business is illustrated 
by the dechning proportion that bank loans represent of the habilities of non- 
financial corporations. This share dechned fivm about 22 percent in 1974 to 13,7 
percent at year-end 1994, the lowest proportion since these data were first collected 
in the early 1950s. Similarly, it is noteworthy that banks have grown much less rap- 
idly than other financial intermediaries during the past ten years. For example, 
banking assets grew at an average annual rate of 4.8 percent, compared to growUi 
rates of 26,7 percent and 14.1 percent for mutual fiinds and securities firms, respec- 
tively. Attachment A shows average annual growth rates of the assets of various 
types of financial institutions for the past ten years. 

There is indirect evidence which suggests that as banks have lost their best busi- 
ness customers, they have to some extent turned to riskier ventures such as con- 
struction finance and commercial real estate loans. Although the banking industry 
has (aiperienced record profits recently, the wide swings in past performance indi- 
cate increased risks in the industry. In the last ten years, the hanking industry 
achieved both ite lowest annual return on assets (approximately 0,09 percent in 
1987) and its highest return on assets (1.20 percent in 1993) since the implementa- 
tion of deposit insurance. As discussed in Attachment B, the volatile swin^ in the 
health and performance of the industry may result in part from constrainte that 
limit alternatives for generating proSte, Restrictions that resulted in the loss of 
many of their best corporate loan customers, combined with the need to maintain 
profit margins and keep market share, led many banks to increase their concentra- 
tions in alternative hign-yield assets. Some of these investments, such as construc- 
tion and real estete development loans, loans to developing-country borrowers and 
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loans to finance liighly leveraged conunorcial totniwrtionii , cairud hi^er, Bome- 
tim«s unfamiliar, credit riiksrotfaer inveatmenti, including longer-term fixed-rate 
BeeuritieB and home mortgage loans, as well as securities dnivativea, increased the 
Interest-rate risk of banks. 

Some might ask whether v/e are forgetting the lessons of an earlier time — the 
19208 and l930fl. CongreaB imposed the restrictions of Glass-Steagall in reaction to 
the abuses of bank securities affiliates and the perception that the abuses contrib- 
uted substantially to the banking crisiB of the 19308. Attachment C to mr testimony 
describes the hiBtorical evidence on this sutject The evidence generaUy suggests 
that the concerns that bank secuiitisB activities plwred a m^or cauBal role m the 
banking criaiB were overblown, and that remedies other than the Glass-Steagall re- 
strictions would have addressed the abuses more efiectively. 

When the historical d^ate i* finished, however, we cmne to this: we have in place 
today a regulatory stoucture of comprehensive banking and securities regulation 
that did not nist in 1933, including restrictions on interaffiliate transactions. More- 
over, the marketplace has moved well beyond the Glass-Steagall restrictions. Finan- 
cial products, regardless of the labels, are converging. The GlasB-Steagall Act stands 
like a dam in the middle of a mis^ty river that is finding other channels for its inev- 
itaUe currents. On balance, I beueve the risks of eliminating the Glass-Steagall pro- 
hibitions can be contained and that the benefits of an evolving marketplace out- 
w^di the costs. 
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managing flnancial risks. We should develq> a body of «^ 

safe^-and-soundness implications of any new financial affiliations, before allowing 
broader affiUationswith firms eqMsed to a different range of risks. Setting aside 



real estate development, the limited, but geimally successfiil, eoetioice of the af- 
filiation of savings associations with crannwrdal firms may provide a usefiil starting 
point (br such an evaluation in the fiiture. However, it does not provide a clear 



model for intermingling ttie more comprdiensive risk profile of banking with com- 
mercial activities. 

My testimony will first suttunariie the spedal concerns of the FDIC, as deposit 
insurer, with respect to expanded activities of bank subsidiaries and affiliates. Next, 
I will discuss the BafesuardB that are necessary to protect the deposit insurance 
fiinds and the financial system. I will then review the advantages and disadvan- 
tages of particular organizational structuree with respect to the locatiDn of new se- 
curitieB activities. The balance of my testimoiQ' vrill focus on specific provisions of 
the Financial Services Competitiveness Act of 1995. 

PERSPECTIVE OP THE DEPOSIT INSURER 

As the deposit insurer, the FDIC has a vital interest in the safety and soundne«a 
of insured institutions and the integrity of the deposit insurance liinds. Events of 
the past decade have demonstrated now costly deposit insurance can be. The Bank 
Insiu'ance Fund (BIF) and the banking industry nave spent almost $33 billion to 
resolve failing banks in the period fi-om 1986 to 1994 (see Figure 1). The thrift 



We cannot attribute all of the insurance losses to economic events or poor man- 
agement of depositoiy institutions. A significant share of the responeibiliW must be 
assigned to poorly planned eSbrts to deregulate financial services and inefiective su- 



a poorly planned eSbrts to deregulate 
perviBion in some areas. Thus, it is imperative . ._ 

contemplate a substantial expansion of the powers available to banking organiza- 

In the ten-year period ending December 1994, there were 1,368 failures of institu- 
tions insured by the BEF, accounting for almost two-thirds of the 2,121 failures that 
have occurred since the inception of federal deposit insurance in 1933. These failed 
banks had combined assets of $236 billion, and cost an estimated $32.8 billion to 
resolve. The number of failures reached sn annual record level of 221 in 198S, while 
the losses and combined assets of failed banks peaked in 1991. The 13 bank failures 
in 1994 were the fewest since ten banks failed in 1981, and speak to the signifi- 
cantly improved financial condition of the banking industry. 
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While a number of factors contributed to the rise and decline of bank failures dur- 
Ihis period, two elements — the phenomenon of "rolling regional receasionB," 
with constrr'"' — i.^- j-. :»--^__ : ^___ «__._ 



^eoRTapt , 

states, New En^and, and California all e^terienced sharp increases in bank fail- 
ures in the past decade, stenuninE in laive part from reeional economic downturns. 
In general, the largest losses to ue FDIC occurred in those states where regional 
recessions have been moat severe. 

The most costly failures can be linked to excessive concentrations in commercial 
real estate lending and construction and land development loans. Sapid accumula- 
tion of these loans preceded the rise in failures in Qie Southwest and Northeast, 
the regions where the PDIC losses were greatest An FDIC study published in 1990 
found that fiuling banks in Texas increased their concentrations in these assets long 
after the decline in local real estate markets had begun. Failed savings banks in 
Now England also had much higher proportions of their balance sheets invested in 
construction and land development loans, where they had little previous experience. 

There are two lessons to be drawn from these experiences. First, inadequate di- 
versification of income sources is dangerous for banking organizations. This is an 
argument in favor of the repeal of the {Sass-Steagall resbictions. Second, rapid 
growth in lending by insured institutions-^articulany in unfamiliar activities— can 
result in significant losses. This emphasizes the need for strong supervision and 
monitoring by the regulators using adequate safeguards to protect insured financial 
institutions. 
The Demise of the FSUC 

The experience of the thrift industi^ in the 1980s serves as an even stronger re- 
minder of the importance of maintaining safety-and-soundness standards. Tlie high- 
lights of the experience bear repeating as we consider the expansion of activities of 
banking organizationB. In the early 1980s, most of the thrift industry was economi- 
cally iiuolvent due to interest-rate-induced losses from lending longer term at lower 
interest rates and borrowing short-term at higher interest rates. Rather than ad- 
dress the problems dii«ctly. the political and regulatory response was to relax cap- 
ital and accounting standards, forbear from dosing insolvent institutions, and ex- 
pand the powers available to thrifts. 

Federal legislation in the early 1980b significantly liberalized the permissible as- 
sets of thrifts. By 1962, thrifts could make commercial mortgage loans of up to 40 
percent of assets, consumer loans up to 30 percent of assets and commercial loans 
and leasee each up to 10 percent of assets. By midyear 1983, the Federal Home 
Loan Bank Board (FHLBB) allowed federally chartered savings and loan associa- 
tions to invest up to 11 percent of their assets in high-risk bonds. Direct equitj[ in- 
vestments in real eatate, equity securities and in subaidiary service corporations 
were permitted up to 3 percent of assets. Several states permitted state-chartered 
institutions significantly greater scope for direct investments. The attempt b^ many 
troubled institutions to use the new powera to "grow themselves out of their prob- 
lems" added substantially to the cost of the thrift crisis. 

Some might argue that the experience of thrifta in the 19806 is irrelevant today. 
I would disagree. Wherever there is a government guarantee, there will be some 
who attempt to exploit it inappropriately. Mechanisms must be in place to contain 
these risks. In addition, the supervisors staff that has been trained to detect losses 
from traditional activities will need to oecome familiar with the risks and potential 
losses associated with the new activities. 

We also must keep in mind the extent to which a strong deposit insurance system 
depends on a sound regulatory structure as we eliminate the Glass-Steagall bar- 
riers. Securities activities of banking organizations should be subject to the regula- 
tion of the Securities and Exchange Commission (SEC). As securities activitv in- 
creases in the banking industry, so will the role of fiinctional regulation and the 
need to coordinate the distinct r^ulatorv approaches. Supervision has been the key- 
stone of the regulation of commercial oanking, while oisclosure and market dis- 
cipline have been the kev elements of securities regulation. The challenge will be 
to combine these approacnes in a seamless fashion that permits no gaps that might 
threaten the insurance funds, and yet avoids burdening banks with regulatory over- 

Finally, as banking organizations enter new activities, care should be taken to 
confine deposit insurance protection appropriately. Securities markets in the United 
States are dynamic and innovative; they have expanded the growth potential of the 
economy ana have become the envy of the world. Our securities markets do not need 
the bacKing of the deposit insurance guarantee, nor do thev need the added require- 
ments of bank r^ulation that come with it. To promote the continued efSdency of 
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securitieB markets, as well as to protect the insurance fiinds f .-oin undue risk, it is 
critical to separate th« insured entit][ from the socurities units of the banking firm. 
This will be addressed more extensivelv in the following discussion of necessaty 
safeguards to the insurance fbnda and tne appropriate sbiictura for the conduct of 
new activities by banking organizations. 

PROTECTION FOR THE INSURANCE FXIND8 

My testimony has emphasized that in expanding the securities activities of hank- 
ing organizations, we must not lose aight of the need to maintain the safety and 
Boundneas of insured institutionB. This requires protection against inappropriate 
tranaactions between insured institutions and their securities suWdiaries and affili- 

as of concern from an insurance standpoint 

._. ._.^ n insured institution and a related aecurities 

firm. The first involves the inappropriate use of an insured institution to beneBt a 
related aecurities firm in the course of business. A second arises when an insured 
institution is in danser of failure. In the latter situation, there is an incentive for 
tite owners and cremtors of the related entities to extract value from the insured 
entity prior to its failure in order to maximize the share of loeses borne by the FDIC 
and minimize their own losses. The FDIC's experience suggests useful lessons re- 
garding necessary protections for the insurance funds in botF areas. 

There are numerous ways an insured institution could benefit a related securities 
firm in the course of business. These include: direct equity iitjectiDns to a aecurities 
subsidiary; upstreaming of dividends to a parent that are used to ii^ject equity to 
a securities affiliate; purchasing of assets &om, or extensions of credit to, the related 
firm; issuing a guarantee, acceptance or letter of credit for the benefit of the related 
firm: extending credit to finance the purchase of securities underwritten by the re- 
lated finn; and extendinK credit to the issuers of securities underwritten by the re- 
lated firm for purposes of allowing the issuers to make payments of principal, inter- 
est or dividends on the securities. 

There are three main dancers in such transactions from the standpoint of the de- 
posit insurer. First is the danger that the consoUdated entity will attempt to use 
the resources of the insured institution to promote and support the securities firm 
in a wa^ that compromises the safety and soundness of the insured institutlDn. An 
equally important concern is that the business relationship between the insured en- 
tity and the securities finn will create a misperception that the investment products 
of the securities firm are federally insured! Finally, there ia the danger that the 
business and operatine relationship will cause the courts to "pierce the corporate 
veil"-^at is, to hold the insured entity responsible for the deots of the aecurities 
firm in the event the securities firm fails. 

Current law provides a number of safe^ards against these dangers. Attachment 
D provides a summary of some of the major provisions. We must be concerned wiQi 
how well these s^eguards will work afier Glass-Steagall reetrictionB are lifted. The 
e^erience with the involvement of banks with securities actdvities has to this point 
been limited, but generally favorable. Since 1987, the Federal Reserve has allowed 
limited securities activities in so-caUed "Section 20 subsidiaries" of bank holding 
companies. The Federal Reserve indicates that there have been no instances in 
which a Section 20 subsidiary adversely affected an afEliated bank. There are cur- 
rentiy 3€ bank holding companies that have Section 20 subsidiaries; these subsidi- 
aries range in size from a few million dollars in assets to tens of billions of dollars 
in assets. There has been one failure of an insured institution afilliated with a Sec- 
tion 20 subsidiary. The Section 20 subsidiary played no role in causing the failure. 

U.S. banks also are permitted to engage in securities activities overseas within 
various limitations. T^ieally these activities are conducted by subsidiaries of Edge 
Corporations, which, in turn, are ^nerally subsidiaries of U.S. banks. Federal Re- 
serve staff indicate that these activities have not posed any significant safety-and- 
soundness problems for U.S. banks. 

The FDiC permits institutions it supervisee to engage in securities activities 
through "bona fide subsidiaries"— that is, subsidiaries that meet certain criteria de- 
ngnea to ensure corporate separateness from the insured banks. A detailed descrip- 
tion of the bona fide subsiduuy structure and the FDIC's regulatoi^ safeguards m 
place to insulate the insured institution is included in Attachment D. More limited 
activities are permissible to subsidiaries that do not meet the "bona fide" subsidiary 



owns a subsidiary actively engaged i 
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mitted by the FDIC. There are, however, over 400 insured nonmember banks that 
have BubsidiarieB enxaeed in more limited securities-related activities. These in- 
clude management oTtne bank's securitiee portfbUo, investment advisor; activities, 
and acting as a broker/dealer. With one exception, none of these activities has given 
cause for a siraiificant saiety-and-soundness concern. 

'Diere has been ooe finilure of an insured institution supervised by the FDIC that 
conducted securities activities throu^ a subsidiary. While not the sole cause of the 
failure, the business relationahip witii the securities subsidiai; added to the cost of 
the fauure. The bank made a substantial unsecured loan that was used to benefit 
the securities subsidiaiy. This transaction was in com^iance with the restrictians 
on affiliate transactions of Section 23A of the Federal Reserve Act because Section 
23A does not specifically apply to transactions between a bank and its subsidiaiy. 
Given the Federal Reserved residual rulemaking authority with respect to Sections 
23A and 23B, we will work with the Federal Reserve to determine whether the pro- 
visions of Sections 23A and 23B should be extended to apply to these subsidiaries. 
We would also support an amendment to the legislation to assure coverage of these 
kinds of transactions. 

The experience with bank-sponsored mutual fiinds has also been free of substan- 
tial safety-and-soundness concerns. NeverUieless, this experience demonstrates that 
the mixing of banking with securities activities is not without risk. Within the last 
year, 12 banking organizations have elected to provide financial assistance to their 
proprietary mone^r-maiiet mutual fUnds. The assistance has ranged from $1 million 
to about $83 miUion. The decisions to provide assistance presumably refiected busi- 
ness judgments that weighed the cost of the assistance against the loss of 
reputational capital that these organizations would have sustained if investors in 
their mutual fiinda had suffered losses. 

None of these episodes posod any serious safety-and-soundness concerns to the in- 
sured entities. In all but tvn> casss, the assistance was provided by the holding com- 



pany rather than the baidc, and in no case did the assistance exceed approximately 

.. _»..L "dated capital of the holdmg company. Nevertheless, the in- 

ider that banking organizetiDns can have an incentive to 

their businesses as a uni^ and tne result may involve the transfer of re- 



sources amon^ affiliates that can adversely affect the insured entity. 

The affiliation of banking and securities activities as it currently exists in both 
bank Bubsidiaries and bank affiliates has, in general, not presented significant safe- 



the most part adequa 

safeguards a«ainst dc 

Althot^ the expel 

As mentioned above, 



dealings between the insured bank ana a securities affiliate. 



txessed bank that was associated with significant securities activity. This is impor- 
tant from the perspective of the deposit insurer because the past decade provided 
examples where distressed banks breached statutory or regulatory protection of the 
insured bank to the detriment of the FDIC. 

While none of the interaf&Iiate transactions were solely responsible for the failure 
of any insured institutions, there were a number of instances where "deathbed 
transactions" were proposed or consummated that served to advantage the holding 
company or an affiliate at the erpense of the insured bank. The transactions oflxn 
involved sums in the tens of millions of dollars. Not all of these transactiona re- 
ouired regulatory approval. The regulators often, but not always, denied those that 

Unpaid tax retiuids arose as an issue in more than one case. Bank holding compa- 
nies generally receive tax payments fivm and downstream tax refunds to their 
banking subsidiaries, acting as agent between the bank and the Internal Revenue 
Service. The FDIC has observed that in some cases unpaid tax refunds accumulated 
on the books of failing bank subsidiaries, leaving the cash with the holding com- 
pany. This practice occurred without regulatory approval. 

Consolidation of nonbank activities at the parent level is another way to transfer 
value away from insured bank subsidiaries. One notable case involved the consolida- 
tion of trust operations at the subsidiary banks into a single parent-owned company 
that was later sold at a profit. When service company affiliates carry out data proc- 
essing or other activities for banks, the issue of intercompany pricing also is raised. 
In one case the FDIC observed a large and retroactive increase in charges by an 
asset management ctaupany to troubled bank affiliates. In other cases, service com- 
panv affiliates failed to provide promised overtiead reimbursement for the use of 
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allow tlie bank eubaidiaiy ti 

mav be to either transfer vi _ , _. . 

witliout the ben^t of needed fresh capital. 

Finally, there have been instances of "poison piUs' created bv interafCUiate trans- 
■ctiona. In one case, key bank stafT were transforred to the hol£ng company payroll, 

o reduce the attractiveness r' ■—■--■-- '- — -■^-■j- -■ — 

_ data processing contracts also I 

availabUity of information to the FDIC or a , 

thereby making regulatory intervention more costly. 

To summarize, factors other than interafSliate ^ansactions typicalW have caused 
the failure of PDlC-insured subsidiaries of bank holding companies. However, such 
transactdons were used in several cases to extract value from the insured bank just 
prior to its failure at the e^wnse of the deposit insurance fund. This eenerally did 
not oome about through excessive dividends or the transfer of blatantly misvalued 
assets. ThCT more often occurred through the pricinp of services traded between af- 
filiates, eany retirement of submdinated debt and linked deals involving third par- 
ties. These transactions probably added tens of millions of doUare to the losses real- 
ized in resolving these large N^niriiig organizations. 

Some of the most spectacular examples of in«mropriate intercompany trans- 
actions come from the thrift industry in the 1980b. Thrifts have tramtionally 
spawned a variety of subsidiary service corporations to perform tasks such as mort- 
gage servicing, brokerage, title insurance and other types of insurance. With the lib- 
eralization of federal and state restrictions on direct real estate investment in the 
eariy 1980s, the real estate development subddiary became a common vehide fbr 
these activitieB. However, while federally chartered institutions in the early- to mid- 
1980s were limited to investing 3 percent of assets in these activities, state-char- 
tered institutions in California and Texas could make virtually unlimited direct in- 
vestments. 

Two factora made this liberalization of powers particularly conducive to creating 
losses for Uie Federal Savings and Loan Insurance Corporation (FSLIC) and later 
the Resolution Trust Corporation (RTC). First, under r^ulatory accounting prac- 
tices, direct investments in subaidiariea were carried on the books of the parent 
thrift at historical cost, instead of their market value, which was often considerably 
lower. Second, thrift regulators as a rule neglected to conduct detailed examinations 
of subsidlai? operations. Under these conditions, thrift managers were free to invest 
in residential and commercial real estate development activities with which they 
had little experience, and when these projects became problematic they could use 
a variety of transactions to hide the losses. The thrift could make unsound loans 
to help sell new properties built by the subsidisry. In some cases the thrift would 
sell the note to the subsidiary, removing it from the balance sheet for a period. 

Our review of the examples described above suggests that, fbr the most part, the 
problem has not been that the existlna protections were inade<iuate. Instead, it ap- 
pears that the regulatory community has been reluctant at tiiaes to enforce these 
protections. This reluctance is understandable to some extent, given the consider- 
able uncertainties that surround banks in distress and the desire to mitigate market 
pressures that mav unnecessarily aggravate the plight of those banking organize- 
tiona that have a diance to survive. 

What steps can be talren to encourage more vigilant enforcement of protections? 
Firet, the enforcement of safeguards against transactions between an insured bank 
and its securities affiliates should allow for few exceptions. Congress should consider 
whether the perspective of the FDIC as insurer would be useful in identi^ng, 
through guidelines or other means, those limited areas where exceptions to the safe- 
guards may be beneficial without creating the potential for losses to the insurance 
funds. In addition or in the alternative, it may oe useful to develop an interagency 
codification of the standards for enforcing Sections 23A and 23B ot the Federal Re- 
serve Actj so that insured financial institutions and all rMulatoty agendea will have 
dear notice and fuller underetanding of the nuances or these sateguards. Second, 
while sound busineaa judgment should dictate when healthy, well-capitalized banks 
provide support to related entitiea, such support should come throudi the transfer 
of excess bank capital— beyond the capital required for a well-capitaUzed bank — not 
through the relaxation of safeguards such as Uiose discussed eailier. For bank hold- 
ing companies, this means the well-capitalized bank could provide dividends that 
allow the parent to provide support to nonbank subsidiaries. For banks conducting 
activities in subsidiaries, the bank could make additional equi^ investments in the 
subsidiary end those investments should be deducted from bank capital before de- 
termining whether the insured bank meets the standard of bdng well-capitalized. 

In addition, bank rogulatora may want to consider whether to reauire prompt re- 
porting of intercompany transactiona under certain conditions, as tlie SEC does in 
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some conUxta. These requireaients majr be tied to the capital level of the bank, the 
size of the transaction, or other relevant factors. 

As the deposit insurer, it is the PDlC's reeponaibilit? not only to protect dep<»i- 
tors when a bank fails, but also to leam from the failure of that bank. The FDIC 
is prepared to provide information and analysis to fellow regulators where Qiere is 
evidence that intercomnaiiy tranaactionB have contributed to the failure of, or in- 
creased the coat of resolvins, an insured institution. Such repcois would contribute 
to an increased understan&ig and awareness of these issues, and we believe ulti- 
mately would promote improved enforcement of the safeguards. 

STRUCTURAL ISSUES 

An important consideration in the deUberations conconing the possible combina- 
tion of traditional commercial banking and sec-jrities activities is uie organizational 
structure under which such coml^nations would be permitted. The perspective of the 
deposit insurer focuses on two issues: the ability to insulate the insured bank &om 
the risks of the securities underwriting activities and the burdens and inefBdencies 
associated with a particular regulatory structure. The fbllowing analysis addresses 
these issues. 

There are two organizationBl structures with which we have experience in the 
United States that can be used to combine commercial and securitiee underwriting 
activities. These are: (1) the conduct of each activity in separate organizations 
owned and controlled bv a common "parenf organization (the "Iwnk holding com- 
pany" model); and (2) the conduct of each activity in a separate oiganization, one 
of which owns and controls the other entity (liie "^na fiae subsidtaiy" model). A 
third model — the conduct of both activities within the same entity (the "universal 
banking" model) — has been used in some other developed countries. For reasons dis- 
cussed in Appendix B, I believe that universal banking is not a model that would 
best fit the dynamic financial marketplace in the United States or provide sufficient 
protection for the deposit insurance funds against the efiects of potential conflicts 
of interest between banking and nonbanking functions in an insured entity. 
The Bank Holding Company Model 

Since the adoption of the Bank Holding Company Act of 1956, one of the primary 
methods of expanding permissible activities beyond those associated with traditional 
commercial banking has been through formation of affiliated entities within the 
bank holding company umbrella, ^nthin this fi'amework, banking organizations 
have been permitted to engage in an increasing array of financial services. Most re- 
cently, some bank holding companies have been permitted by the Federal Reserve 
to engage in corporate securities underwriting adivities through so-called "Section 
20" subsidiaries. Attachment E describes in detail the prohibitions and restrictionB 
on securities activities that are imposed t^ Section 20 of the Glass-Steagall Act and 
by the Bank Holding Company Act 

In terms of the criteria for safeguards set forth earlier, the bank holding company 
model has considerable merit The advantages include: 

• Provision of a good firamework for monitoring transactions between insured and 

non-insured affiliates and for detecting transfers of value that could threaten 
the insured institution; and 

• Maintenance of a meaningful corporate separation between insured and non-in- 

sured organizBttons to assure that nonbank affiliates have no competitive ad- 
vantages from the insured status of the bank. 
The disadvantages of the bank holding company model indude: 

• In distressed situations, the parent will have the incentive to b-ansfer or divert 

value away from the insured bank, leaving greater losses for the FDIC if the 

bank ultimately fidla; and 
■ The holding company model requires bank owners to establish and maintain an 

additional corporation. This may add costs, ineffidendes, complexity and, in 

some cases, an additional regulator. 
Bona Fide Subsidiary Model 

From a practical perspective, there has been less experience with the "bona fide" 
subsidiary form of lu^amzation than with the bank holding company fbrm. However, 
the experience discussed earlier in this testimony supports the view that direct own- 
ership of a securities firm by an insured bank need not be significantly different 
from the bank holding company model in terms of affording protections to the de- 
posit insurance funds, and may have some additional advantages. 
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• The residual value of the subsidiary accrues to the bank, not the holding enm- 

ptuty; and 

• Tne bank, rather than the parent, controlB the allocatiDn of excess capital of the 

organization. This may mean that in making corporate investment decisions, 
greater weight will be given to the needs of the insured bank. Financial invest- 
ments will be structured to diversify the risks of the bank's portfolio, while in- 
vestment in systems and physical capital will benefit the operations of the 
bank. 
However, on the negative side: 

• While corporate separateness theoretically can be maintained regardless of orga- 

nizational structure, in practice, a bank holding company structure may be a 
more effective vehicle for this purpose; 

• Inappropriate wealth transfers may be more easily executed if made directly to 

a Bubsidiaiy, rather than indirectly to the parent and then to an afBliate; and 
■ Consolidated earnings of a bank that includes a fully consolidated securities firm 
may exhibit more volatility than the bank alone. This may be negatively per- 
ceived b^ the market, and might inhibit the ability of banks to raise capitu or 
attract nindB at market rates. 
Based on these observations, it is dear that there are advantages and disadvan- 
tages to both models. Furthermore, the safeguards that are necessary to protect the 
insured bank and ultimately the insurance rnnds can be similar for either structure. 
If these safeguards are in place and enforced, either approach will work. If safe- 
guards are inadequate or there is not a strong commitment to enforcing them, the 
deposit insurance fimds, the financial system and the pubhc will suffer, regardless 
of which model is used. 

In the final anal^s, I favor allowing financial institutions to choose the model 
that best suits theu" business needs, as long as strong safeguards are in place to 

firatect the insurance fiinds. Legislation bawd on a progressive vision of the evo- 
ution of financial services need not mandate a particular structure. A combination 
of flexibility and sound regulation has contributed to the successful development of 
the U.S. finandal system, and these key elements should be present in any proposal 
fbr reform. 

COMMENTS ON THE FTNANCIAI. SERVICES COMPETmVENESS ACT OF 1W6 

I want to commend the Subcommittee Chairmen again for holding this hearing 
to serve as a fbcus for debate on how best to achieve financial services reform. The 
Financial Services Competitiveness Act of 1995, as reported fi«m the Committee on 
Banking and Financial Services ("the bill"), is designed to enhance competition in 
the financial services industiy by providing a prudential fi^mework for the aflili- 
ation of banks and securities nrms. It sccompIiBhes this by eliminating current stat- 
utory restrictions On these sfBliatJons and estobliahing a comprehensive framework 
for affiliations within a holding company structure overseen by the Federal Reserve 
with functional regulation of securities activities by the SEC. 

As discussed earUer in my testimony, the protections against inappropriate 
intercompany transactions provided in the bill are sound. I would expect that any 
exceptions to these restrictions that could be made pursuant to the legislation would 
be structured to protect the deposit insurance ftinds from potential losses. Moreover, 
provided the appropriate protections are in place, I would support an approach that 
allows a commercial bank the flexibility to conduct securities activities in an affili- 
ate of its holding company where the bfmk has a holding company or wishes to orga- 
nize one, or in a subsidiary of the bank where that approaui more effectively con- 
forms to the business plan of the organization. I recognize, however, that the bill 
would permit additional securities activities to be conducted only under the holding 
compai^ structure. While I do not believe the advantages of the bank holding com- 
pany structure are bo pronounced as to justify imposing additional coats on the 
banking system by mandating a particular structure, 1 support the bill as a reason- 
able balancing of the competing considerations of safety and soundness and addi- 
tional flexibility fbr banking organizations. 
Criteria for Approval 

Turning to a more detailed discussion of the bill, any expanded authorify may be 
nercised only through a financial services holding company structure and only 
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when the Federal Raaerve has concluded that certain procedural aafeguarda have 
been met. The criteria outlined in the bill are sensible and appropriate. 

Only financial services holding companies that are adequately capitalized are eli- 
f^ble to acquire a securities afGQate. For purposes of detenninin^ whether a finan- 
cial services holding company is adequately capitalized, the holding company's cap- 
ital and total assets are reduced by the holding company|s equity investment in anjy 
securities affiliate, and further reduced by certain extensions of credit to any securi- 
ties affiliate. 

The lead bank within the holding company must be well -capitalized before the 
holding company is eligible to acquire a securities afSliate. Moreover, 80 percent of 
the aggregate total risk-weighted assets of the holding company's depository institu- 
tions must be controlled by well-capitalized institutions, excluding certain recently 
acquired depository institutions. All subsidiary depositary institutions controlled by 
the holding coropaiw roust be well-capitalized or adequately capitalized. 

Well-capitalized financial services holding companies may elect alternative capital 
treatment however. A financial services holding company and its depository institu- 
tion sub^aries will be deemed to have satisfied the capital requirements pre- 
scribed by the bill if the holding company files a notice of its election for alternative 
capital treatment with the Federal Reserve; all of the holding company's d^ositoiy 
institutions are at least adequately eapitaUied; and the holding company ia well- 
capitalized end would continue to be well-capitalized immediately after the acquisi- 
tion of the securities affiliate. Any holding company that elects siich alternative cap- 
ital treatment will be liable for any loss incun^by the FDIC in connection with 
the default of any insured depository institution controlled by the holding company. 

We support these provisions. I believe these provisions help to preserve a strong 
capital cushion for the bank and the financial services holding company as a pos- 
sible source of strength for its banking subsidiaries. It is appropnate to impose 
losses incurred by the FDIC on holding companies that elect the alternative capital 
treatment described above. 

'nie bill properly provides an incentive to financial services holding companies and 
their depository institutions to maintain adequate capital levels after they have 
been allowed to affiliate with a securities company. In uie event the lead depository 
institution drops below the well-capitalized category, or if well-capitalized institu- 
tions cease to control 80 percent of the aggregate total risk-weighted assets of the 
depository institutions within the holding company, the hdding company must exe- 
cute an agreement with the Federal SesMve to meet the prescribed capital req[uire- 
menta wiuiin a reasonable period of tame or to divest control of the d^osito^ insti- 
tution within 180 days (or such additional period of time as the Federal Reserve 
may determine is reasonable). If the holding company &ils to execute such an agree- 
ment or fails to comply with such an agreement, the securities affiliate cannot a^ree 
to underwrite or deal in any securities starting 180 days after the capital deteriora- 
tion, with limited exceptions. While there ore certainly instances wh««, as provided 
for in the bill, the securities affiliate should be barred from agreeing to underwrite 
or deal in any securities, such a blanket prohibition may not be prudent in all cases. 
For example, a profitatde securities affiliate may serve as a source of strength to 
a holding company and its bank subsidiaiy. 

At the same tiiae, however, we note that the bill gives the Federal Reserve the 
authority to waive the capital safeguards for up to two years if the financial services 
holding company submits a recapitalization plan for the banks. We have an interest 
' 1 assuring that a waiver will be granted only in situations where greater safety 



and soundness can be expected to result and losses to the insurance Eiind a 
likely to be increased. For that reason, we want to work with the Federal Reserve 
on an interagency basis to develop guidelines on when waivers of these safeguards 
would be appropriate. 

In addition to capital conditions, the bill imposes a broad array of managerial 
safeguards and int^nal controls, llie holding company and all of its depoaitorv in- 
stitutions must be weU-managed. The financial services holding company must nave 
the "maiu^rial resources" necessary to conduct the securities activities safely and 
soundly. llie holding company must have adequate policies and procedures in place 
to manage any potential financial or operational risks. In addition, the holding com- 
pany must have established adequate policies and procedures to provide reasonable 
assurance of maintenance of corporate separateness within the financial services 
holding company. Finally, the acquisition must not adversely afiect the safety and 
soundness oi the financial services holding company or any depository institution 
subsidiaiT of the holding company. These operatiotuil saf^uaros, particularly the 
' ■ ■ ■ ■ ■ - ^ - -.. r-- — -. .- '-aulate Ifed- 
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em^aais on maintaiiiing corporate separateness, are well^esigned to insulate ted- 
eruly insured banks from the risks of securities activities. 
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Tbe bill provides tlut a holding company's acquiaition of a securities affiliate must 
not result in an undue concentratioa of resources in the financial services business. 
Tba bill also provides that the lead depoaitoiy institution subsidiary as welt as the 
d^odtory institutions controlling at least 80 percent of the aggresate total risk- 
wonted assets of all depository institutions controlled by the hdding company 
must have achieved a satisfactoiy record of meeting community credit needs during 
the most recent examination. We support these provisions. 

The bill also places several interamliate safeguards on the relationship between 
a securities firm and ita afBliated bank or parent holding company. For example, 
a d^Msitoiy institution atGliatad with a aecuritiea affiliate is prohibited from ex- 
tending credit to the seciuitiea affiliate, issuing a guanmtee, acceptance, or letter 
of cre£t for the benefit of the securitieB affiliate or, with certain exceptions, pur- 
chasing assets of the securitdes affiliate for ita own account. 1 support tiiese safe- 
guards. In moving from a framework based on prohibition to one based on regula- 
tion, prudential safeguards such as those set forth in the bill will avert the hazards 
<^asB-SteafaI] was intended to prevent. 

In addition, the bill provides for some 

italized banks. For example, a well-capiti__ „ , 

piupose of enhancing the marketabiU^ of a securities issue underwritten by its se- 
curities affiliate but only if the depositoiy institution has adopted limits on its expo- 
sure to any single customer whose securities are underwritten 1^ the affiUate vid 
the transaction is on an arm's-length basis. This appears to be a reasonable excep- 
tion to the safeguards. The FDIC would like to work with the Federal Reserve to 
assure that in practice, any additional exceptions to the safeguards will not present 
substantial risks to the deposit insurance fiuids. 

Scnne may argue that tne safeguards provided fn* in this bill would hamper the 
abili^ of a financial services holmng company to compete against non-r^^ilated en- 
tities and would impede its abiU^ to realize business synergies, l^e potential for 
risks associated with the conduct of such activities by an entity affiliated with in- 
sured depositonr institutions, however, carries with it the need for some protections 
fbr the insured institution. The bill draws an appropriate balance between these 
competing considerationB. 

I also support the additional safeguards for director and senior ntecutive officer 
interiors, nnally, I support the various public disclosures included in the bill. In 
particular, I sbvngly support the requirement that customers be informed that the 
securities oflbred or sola oy securities affiliates of insured banks are not federally 
insured deposits. This is an important protection for these customers and for the 
deposit insurance funds. 
Exuting Bank SeeuritUa Activitiea 

The bill provides that, subject to discretionary determinations by the SEC or the 
Federal RMerve, banks could continue to conduct some existing securities activities 
within the bank. Some of these activities must be moved to a Separately Identifiable 
Department (SID) and some activities must be moved to an affiliate— both of which 
would be functionally r^ulated b^ the SEC. 

While there is no separate capital requirement for SIDs, the risk associated with 
the activities conducted through the SID is included currently in the assessment of 
the bank's overall capital adequacy. In addition, bank r^ulators are in llie process 
of developing a proposed amendment to more formally incorporate market risks as- 
sociated with underwriting and dealing activities into their capital adequacy re- 
quirements. 

Concerns have been raised about the provisions of the bill that provide for discre- 
tionary determinations of the SEC and the Federal Reserve with respect to what 
is a security or a bank product and where such activitieH can be conducted. Such 
determinations could result in limitations or unnecessary regulatory burdens on ac- 
tivities that have been conducted within the bank for many years without posing 
significant safety-and-soundness problems. We believe that there may be some room 
for fiirther refinement of these provisions in order to avoid unnecessary organiza- 
tional or regulatory burdens. 
Functional Regulatio, 



With respect to regulation, the bill calls upon the banking agencies and the SEC 

— k together to ensure compliance with the securities laws. As I mentioned ear- 

my statement, functional and supervisory regulation must be seamless ti 



eEEective. By caUing br the banking agencies and the SEC to share information, the 
bill promotes this goal by facilitating coordination among the regulatory agencies. 
Furuer refinement may need to be made to the provisions of the bill with respect 
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to SEC and Federal ReseTve diBcretion in order to avoid the poMibili^ of duplicative 
supervisoiy and reporting burdene. 
Securitiea Firms 

The bill creates the possibility for securities firms to become affiliated with banks 
by acquirii^ an insured bank and bMoming a financial services holding company. 
In circumstances where more than 50 percent of a company's business involves secu- 
rities activities, the bill allows the company five years, wiui the possibility of an ad- 
ditional five>vear extension, to divest its nonfinsndal activities. In sddition, such a 
company could be permitted to continue holding anv subsidiaries engaged in finan- 
cial activities that the Federal Reserve has not authorized if the company acquired 
the subsidiaries more than two years prior to its becoming a financial services hold- 
ing company and the aggregate investment by the company in these subsidiariea 
does not exceed 10 percent (tf the total consolidated capital and surplus of the com- 
pany. The company would not be permitted to engage in any new activitieB not oth- 
erwise authorized oy the bill once it becomes s financial services holding company. 
This means that some securities companies that become financial services holdii^ 
companies could be permitted to engage in activities not otherwise permitted gen- 
erally to financial services holding companies. 

I support in general the approach of the bill with respect to the affiliation of a 
securities firm with an insured institution. If it is understood that prudential re- 
strictions may be imposed by the Federal Reserve where necessary to protect the 
safety or soundness of an insured institution with respect to a grandfathered affili- 
ate's activitieB, I see no reason to go further and require d-vestiture. Further, it 
should be clear that each of the banking agencies should be able to apply the full 
panoply of enforcement powers, ranging from cease-and-desist sctions to deposit in- 
surance termination, in order to protect an insured bank and the deposit insurance 

Wholetale Financial Institutions 

The bill provides the additional option of an "investment bank holding company" 
(IBHC) that would be allowed to engage in a broader range of financial activities 
and could conduct banking activities through a "wholesale financial institution" 
(WFI). WFIs would be uninsured state member banks that could, with certain ex- 
ceptions, only take initial deposits over $100,000. This provision allows for a whole- 
sale banking operation to conduct a broader range of financial services activitiee 
without exposing the deposit Insursnce funds to the risks of these activities. 

The IBHC concept may prove attractive to some financial firms and may even 
cause some FDIC-insured banks to consider terminatii^ their deposit insurance. 
The proposed IBHC appears to the FDIC to be sound as long as there is dear disclo- 
sure to the public of the uninsured nature of commercial bank operations and the 
exceptions for initial deposits of $100,000 or less are appropriately limited and dear- 
ly defined for pubUc disclosure purposes. 
Holding Compare Supervision 

The bill provides a different s , . -s - 

primarily in nonbanking activities. Certain Snandal services heading compeni. . . 
investment bank holding companies, that have relatively smaller percentages of cc__ 
soUdated risk-weichted assets in depository institution assets, would be under lim- 
ited reporting and examination requirements and minimal approval requirements 
for new activities. As insurer, the FDIC finds this approach reasonable, and ade- 
quate, to provide for the identification of risks associated with nonbanking activi- 
ties. CapiUd requirements and guarantee provisions protect the insured depository 
institutions and maintain a degree of supervision that while appropriate, does not 
unduly disadvantage financial services holding companies or investment bank hold- 
ing companies with respect to unregulated entities. 
Voluntary Termination of Insured Status 

In order to facilitate transition by existing insured depository institutions to WFI 
status, the bill adds a new section governing voluntary termination of deposit insur- 
ance and repeals certain provisions of the FDI Act with respect to such termination. 
"The t^l would permit an insured State bank" or a national bank to voluntarily ter- 
minate its status as an insurod depository institution upon six months' written no- 
tice to the FDIC, the Federal Reserve, and the institution's depositors. Before a 
bank may terminate its insurance under this provision, the deposit insurance fund 
must equal or exceed the fund's designated reserve ratio (DRR) of 1.26. In addition, 
the FDIC must confirm that the insurance fund will continue to equal or exceed the 
fund's DRR for the two semiannual assessment periods following notification of the 
institution's intent to terminate insurance. If the insurance fund does not meet its 
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DRR, the bank must pay an exit fee and obtain the approval of the FDIC and the 
Federal Deserve. The FDIC is required to prescribe procedures for assessing any 
such exit fee by regulation. 

The FDIC currently has in place procedures governing the termination of insur- 
ance. The legislative provisions described above appear to be intended to prevent 
the dilution of the fund for which coverage would be terminated. However, because 
a termination of insurance has the effect of increasing, not decreasing, the reserve 
ratio of the affected fund, Congress may wish to reconsider this provision. Moreover, 
the requirement that the FDIC confirm that the insurance fund would not fall below 
the DRH for one year following notification of the intent to terminate insurance 
would be very difficult to satiBfy. Thus, the provision could have the unintended ef- 
fect of precluding the transitton of insured instituttone to WFI status and of pre- 
venting VDluntaiy terminations of insured coverage where no disadvantage to the 
dmosit insurance fund would necessarily result. 

Savings associations as well as insured depository institutions excepted from the 
Bank Hcdding Company Act definition of 'Hiank" would no longer be eligible volun- 
tarily to terminate insured atatua. We believe these inatitutionB, which are presentiy 
authorized under the law to leave the federal deposit insurance system, should con- 
tinue to have that option. 

The primary purpose of this provision of the bill is presumably to protect deposi- 
tors when insured institutions convert to non-insured status. We agree that deposi- 
tor protection must be paramount when any insured institution voluntarily relin- 
quisnes its insured statue. 

Under current law, an insured depository institution must obtain nrior written 
consent of the FDIC befbre it may convert to non-insured status. The FDIC weighs 
several factors prescribed by statute in deciding whether to grant or withhold such 
consent The mil does not amend or repeal these provisions; the FDIC's power to 
disapprove any institution's conversion from insured to non-insured status would 
continue without change. The voluntary termination procedures specified in the biU, 
however, differ somewhat from these consent requirements found elsewhere in tiie 
FDI Act. Consequentiy, it would be appropriate to clarify the bill to assure consist- 
ency of the various termination provisions. The bill could in part be clarified bj^ in- 
cluding a provision that the bill does not override the provisions of Section 18(1) of 
the FDI Act. 

The bill provides that a depository institution that voluntarily elects to terminate 
its insured status shall no longer receive insurance of any of its deposits after the 
specified transition period. It also should be made clear that this provision is not 
intended to bar a formerly insured institution from reapplying for federal deposit 



Under the bill, any institution that voluntarily terminates its status as an insured 
depository institution ia prohibited from accepting deposits unless the institution be- 
comes a WFI, If the institution becomes a WFI, it may not accept any initial deposit 
that is $100,000 or less Other than on an incidental and occasional basis. These pro- 
hibitions limit the flexibUity non-inaured institutions now have under federal law. 
It is not clear why the law should compel inatitutiona that have voluntarily termi- 
nated insurance to obtain WFI statua bo that th^ can accept deposits where state 
law permits other kinds of uninsured entities. The flexibility non-insured institu- 
tiona enjoy under current federal and state laws should not be diminished without 
good cause. The bill can be improved by claiifying the termination provisions along 
Uie lines I have outlined. The FDIC will be pleased to work with members of Con- 
gress in making reasonable modifications to these provisions to avoid unintended 
consequences. 

In conclusion, on balance the bill represents a thoughtful approach to easing the 
restrictions between commercial and investment banking. It provides for prudential 
safeguards and appropriate restrictions designed to insulate insured institutions 
from the risks inherent in investment bankii^ activities. It is an important founda- 
tion fbr considering the most effective and efficient approach by which apprepriate 
financial services reform can be achieved. 

CX)NCi.USiON3 
The restrictions of the Glass-Steagall Act do not serve a useful purpose. Their re- 
peal would strengthen banking organizations by helping them to diversify their in- 
come sources, and would promote the efficient, competitive evolution of financial 
moikets in the United States. History demonstrates, however, that a significant ex- 
pansion of the powers available to insured institutions must be accompanied by ap- 
propriate safeguards for the insurance funds. Chairman Leach and otiier members 
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of the Houae Committee on Bankiiii and Financial Senricea have recognized the 
need for tuch safeguardB in the bill. 
Eriating experience with the combination of banks and securities Gnns suggests 



been limited, however, in particular, we have not seen a severely distressed banking 
omnization that had aigiuficant securitiet activities. 

1^ experience of the FDIC has been that in times of financial stress, banking 
organizations may attempt to engage in transactions that transfer resources from 
the insured entity to the owners ana creditors of the parent company or nonbanldng 
afSliates. In some cases the FDIC has suffered material loss as a result of such 
transactions. We seek to BBsure that reform of Glass-Steagall is not the vehicle for 
more such episodes. 

My geneivl comments on the safeguards against inappropriate intercompany 
transactions in the proposed bill are as follows. First, exceptions to the saf^uards 
should be allowed only after taking account of potential losses to the insurance 



filiate, such supp^ should be provided throu^ transfers of excess capital^ieyond 
that required for a well-capitalized bank — not through relaxations of restrictions on 
intercompany transactions. Second, it could be useful to develop an interagency codi- 
fication of the standards for enforcing Sections 23A and 23B of the Federal Reserve 
Act. To promote improved enforcement of the safeguards, the FDIC is prepared to 
provide information and analysis to fellow regulators on instances where 
intercompany transactions contriouted to the failure of, or increased the cost of re- 
solving, an insured institution. • 

There are two United States models for conducting the new securities activities 
within bankingorganiiations — the holding company model and the bona fide sub- 
sidiary model. There are advantages and disadvantages both to housinf; the securi- 
ties activities in bank subsidiaries, and to housing the activities in holding companv 
affiliates. On balance, I do not believe the case for either approach is strong enougn 
to warrant dictating to banks which approach they must choose. 

In general, I believe that banks should be able to chose the corporate structure 
that is most efficient for them, provided adequate safeguards are in place to protect 
insured financial institutions and the insurance funds. H.R. 1062 is a sound and 
constructive approach to evaluating how best to reform our financial system. The 
FDIC stands ready to assist the Subcommittees with this important effort. 

ATTACHMENT A 

Average Annual Growth Rates of Financial Institution Assets 











26.7 










12.0 


10.5 




14.1 


9.3 


m 


-1.3 


1 


■ 




1 





1 



Commsrcial Savings 



db,Google 



ATTACHMENT B 

THE CHANGING FINANCIAL tlAKKETPLACE 

Banking was a Bimpler businesB in the ear)]' d«cades of the Federal Deposit Inaur- 
ance Coiporadon. Interest retea were regulated and stable. Competition from non- 
banking companies was limited. Banks were the primary source of borrowed funds 
for even the strongest, best^stablished bustoesses. In more recent years, the finan- 
cial services industt;, technology and capital markets have evolved, creating new 
risks and new opportunities. Bankers have had to manage the risks, but the Glass- 
Steasall Act ana other legislation limit the ability of bankers to mitigate risk by di- 
veisiging their sources of income. 

Credit-risk e:q>osure has increased drsmatically since enactment of the Glass- 
SteagaH Act In 193S. approximately one-third of the industry's balance sheet was 
concentrated in assets that bear significant credit risk. Now, over 60 percent of 
hanking aasets are exposed to credit risk. 

B^imiing in the mid- 19608 and lasting throu^ the mid- 1980c, the industry expe- 
rienced rapid asset growth, typically ezcesding ten percent per vear. In that 20-year 
spsn, the assets of me industry increased nearly tenfold, from &46 billion to almost 
$3 trillion. This growth was achieved by increasing credit risk and decreasing the 
proportion of lower risk investments. Dimng this period, commercial banks built up 
large portfblios of loans with concentrated credit nsk including loans with Isrge bal- 
ances at risk to a single borrower. ' 

In 1936, about ooe-«marter of the balance sheet was invested in loans with 'credit- 
risk concentrations." "niat level increased to almost 46 percent in 1984 (prior to the 
wave of recent bank failures), and has decUned to 34 percent as of December 1994. 
Until the early 1980s, asset growth was ftoeled by eoromerdal and industrial CCM") 
loans. CftI loan concentrations resched their highest level in 1982, peaking at near- 
ly 26 percent of the industry's balance sheet. 'Aiere were some notable lending ex- 
cesses during these hexaa years, including real estate investment trusts, less-devel- 
oped-countzy loans, and energy credits. 

In the early 1980s, the lar^t commercial borrowers learned to bypass banks and 
replace loans from banks with lower-cost commercial paper. Burgeoning loan de- 
mand from energy-related businesses supported continu^ CftI loan grcwih for a 
time, but by December 1994, CftI loans nod declined to 15.4 percent of the indus- 
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[len CftI loans began to decline, many banks turned to commercial real estate 

s and construction loans for new— but high risk-— profit opportunities. In the 

mid- to lBte-1980e, growing concentrations in commercial real estate losns and con- 
struction loans oCoet shrinkage in C&I loans. In 1976, commercial real estate loans 
and constructiDn loans together comprised about five percent of the balance sheet 
In ten years, the concentration increased to nearly nine percent of assets. It reached 
its hi^est level — 11 percent — in 1990, Banks were not the only providers of these 
loans. Savings and loan asaodations and other nonfaank lenders also financed the 
speculative real estate development. Consequently, real estate markets in many re- 
nons became overbuilt, credit losses soared and commercial real estate loan demand 
oin^nished. 

Loan growth since 1990 has been concentrated in loans where credit risk is more 
divermfied. Credit card, consumer and home mortgage loans extend relatively small 
and often collateralized balances to a relatively lar^ number of borrowers. Failure 
of a sinjje borrower to repay does not have a significant impact on s bsnk's earn- 
ings or capital. Most of the ^wth in "credit-risk-diversified loans has come from 
hcnoe mortgages. Concentrstions in home mortgage loans have neariy doubled since 
1984, increasing from 7.7 percent of the industrys balance sheet to nearly 15 per- 
cent as of year-end 1994. Credit card loans constitute 4.9 percent of assets and other 
"consumer^ loans constitute 7.8 percent. 

Beginning in 1990, the industry's risk profile began to change direction. Banks 
were able to take advantage of a widening difierence between snorter- and longer- 
term interest rates to improve earnings while reducing credit risk. They shortened 
the average maturity of tiieir liabilities and increased their concentrations of fixed- 
rate securities and residentisl mortgages. In eSect the industry replaced some of 
its credit risk with higher levels of interest-rate risk. The industry's asset composi- 
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tion hu changed dnce the deregulation of deposit intereet rates. In the eariy 1990s, 
the growth oi investment secuntiea held 1^ banks — primarily mortgage-ba^ed in- 
stnmienU and U.S. Treasiur securities — accelerated. Market conditions also favored 
the growth of home mortgages, v4iich have mora than doubled since 1986, increas- 
iiw &om $223 billion at year-end 1986 to $668.9 biUion as of December 31, 1994. 
Wnile about 46 percent of these loans in the portfolios of banlu cany adjustable 
rates, there is soil interest-rate exposure, due to repricing lags, as well as caps that 
limit the amount by which the interest rates on the loans can increase. 

In recent years, increased market volatility has made it more important for banks 
to mana^ risks other than credit risk, such as interest-rate risk, prepayment riak, 
and foreign-exchange risk. Banks have responded to this challenge by devoting con- 
siderable resources to asset-liability management and other risk management sys- 

The tools for manaeinE these risks have expanded considerably over the past dec- 
ade, particularly with the increasing use of off-balance-sheet instniments such as 
swaps, options, and forward contracts. While smaller banks for the most part still 
use on-balance-sheet instruments to manage risk, these off-balsnce-sheet instru- 
ments have become an int^ral part of risk management for most large banks. 

Banks are not only end users i^ these swaps, options, anJd foewaim. Several large 
bonks are major dealera of over-the-counter instruments. This activity has provided 
an important source of revenue and allowed these banks to respond to the needs 
of their customera. Nevertheless, s series of recent losses hss raised concerns about 
the potential risks of these investments. 

Becord bank failures in the 19808 and early 1990s were ijuickly replaced with 
record eamings as the economy improved in a very favorable mterest-rste environ- 
ment. In the Isst tan yean, the inaustrv achieved Doth ita lowest annual return on 
assets {about 0.09 percent in 1987) and its highest return on assets (1.20 percent 
in 1993) since the implementation of deposit Insurance in 1933. Declining loan 
lasses account for the wide swing in earmnes. Declining loan-loss provisions have 
added roughly 26 basis points [pre-tax) to the industry's return on sssets in 1992 
and 1993, and 18 basis points m 1994. Interest nuirgins have improved steadily 
since 1934, but these improvements have had relatively little impact compared with 
the reduced burden of loan-loss provisions. Ten-year growth in noninterest income 
has outstripped noninterest expense growth by a narrow margin, providing a rel- 
atively small boost to the industry's bottom line. 

Banksre were not able to obtsin expanded powera when the industiv was in trou- 
ble, as in the late 19808, owinp to concerns shout adding new potential risks to an 
industry struggling with existing risks. Now, opponents may argue that expanded 

Cvera are not needed, given the record profits the industiy has reported ibr the 
t three yeara. Volatile swings in the health and jwrformance of the industry may 
result in part &om constraints that limit alternatives for generating profits. The 
data show that credit risk, intereet-rate risk and competitian have all increased 
since the enactment of Glass-Steagall. While the eamings trend recently has been 
positive, the wide swings in past performance indicate heightened uncertainty and 
increased risks in the industry. 
International Development! 

Global competitive pressures also present a compelling need to reconsider the 
GlasB-Steagal! prohibitions between investment and commercial banking. Domestic 
financial deregulation in m^or industrialized nations, the development of new fi- 
nancial instnments, and advances in communication and computer technologies 
have contributed to the rapid integration of international financial markets during 
the past two decades. These changes in the financial marketplace, both domestic 
and intematjonal, have led severiu major industrialized nations to change their 
laws governing financial institutions, witn the goal of creating a more level ctnnpeti- 
tive playing field. In particular, there has been a growing worldwide bend toward 
easing trawtional distinctions among the three major segments of the financial serv- 
ices induetry^-commercial banks, investment firms, and insurance companies. 

It should be noted that commercial and investment benkina have long been 
bined in countries with univeraal banking systems, such as Germany and mi 
western Europe. Universal banks have the authority to offer the fbll ran^ of bank- 
ing and financial services— including secuntiea unoerwriting and brokenne of both 
Bovemment end corporate debt ana equitjr — within a single legal entity, the bank. 
Although some financial services sre provided through subsidiuies, the bank or fi- 
nandal services holding company structure is virtually unknown in other countries. 

In contrast to the universal banking structure allowed in Continental European 
countries, Canada, Japan and the United Kit^oro traditionally maintained baniera 
and restrictionB against combining commercial and investment bsnldng activities. 
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These restrictioiia have been Urgeljr removed by le^ialstian in each of these coun- 
tries. For example, British banks were permitted to jom the stock exchange in 1986 
and to acquire or develop invesbnent banking subsidiaries. These affiliations are im- 
portsnt to the ability of British banks to compete within the European Union's sin- 
^e market. 

Canada amended its laws mjverning financial institutions in 1987 and 1992, re- 
moving manj of the statutory oarriers separating banks, trust companies, insurance 
companies and securities firms, to allow greater latitude in bank ownership of inati- 
tutions in the other Snandal sectors. As a result, most of the m^or Canaoian secu- 
rities firms are now owned by banks. Additionally, banks were permitted to offer 
more services "in-house," and to set up networking arrangements throu^ wiiich 
their branches sell the products of institutions in other sectors of the financial in- 

In 1992, Japan approved the "Financial System Reform Act," amending Japan's 
Securities and Exchange Law, and effectively removing the barriers between invest- 
ment and commercial hanking. By law since 1993, banks and securities companies 
have been allowed to enter each other's businesses through subsidiaries, olthou^ 
Uie establishment of securities subsidiaries by Japan's City Banks was delayed until 
Juljr 1994. Additionally, the Ministry of Finance has elected to restrict the range 
of powers permissible for new subsidiaries of banks and securitiea firms. Thus, new 
bust banking subsidiaries are not permitted to manage pension funds and new se- 
curities subsidiaries of banks are only permitted to underwrite coiporate bonds. In 
any event, Japan has had a moratorium on new equity offerings, with the exception 
of initiBl public ofEerings, since 1990. 

As a result of these leKistative changes in other countries, the United States 
stands alone among the 2o nations comprising the Organization for Economic Co- 
operation and Development (OECD) in continuing to impose domestic legal restric- 
tions on affiliations between commercial banks and securities firms. Efforts to quan- 
tify the effect of these restrictjons on the Internationa] competitiveness of U.S. 
banks are hampered by cross-border differences in accounting practices, tax taws, 
and other r^ulations governing financial institutions. Moreover, the data may be 
misleading due to currency fluctuations. Therefore, while we hesitate to provide any 
statiBticB regarding international competitiveness, some anecdotal evidence may be 
instructive. 

Among the advantages of universal banking often cited are the cost savings de- 
rived from the ability to cross-sell a wider range of products and to ofier highly-com- 
petitive products at a lower cost by subsidizing them with hl^er margins on less- 
ooropetitlve products. Universal banks may have a significant competitive advantage 
in customer loyalty through their ability to provide customers with all their finan- 
cial services needs. Finally, universal banks liave greater opportunities to spread 
risk and to smooth out income fluctuations in difierent areas of their business. 

Not surprisingly, universal banks tend to be large and profitable institutions. The 
d^ree to which Uiey dominate domestic market share varies according to the num- 
ber, powers, and other structural characteristics of countries with umversal banks. 
In Germany, for example, the four largest universal banks controlled less than 10 
percent of total domestic bank assets in 1991; during the same year, the four largest 
Swiss banks controlled nearly 60 percent of domestic bank assets. These diSerences 
may be attributed to differences in their respective domestic markets: German 
banks directly compete with approximately 200 regional banks, over 700 govern- 
ment-owned savings banks, ana nearly 3,000 coo[>erative banks, many of which are 
also universal banks; in Switzerland, which has only about 600 institutions, most 
of the regional banks are small savings banks that specialize in mortgage lending. 

There are several disadvantages inherent to universal banking as well, l^e one 
most often dted is the obvious potential for conflicts of interest among different 
areas of business. Another disadvanta^ is that capital markets are not as devel- 
oped in countries with universal banking. It should be noted here that universal 
banks typically are permitted to own fairly siieable equity positions in nonfinandal 

Banking and commerce links also exist in Japan, where banks are permitted to 
own equi^ investments in up to five percent in any one company. Studies compar- 
ing the German-style universal banking system and Japan's "keiretsu" form ot in- 
dustrial organization with the se^ented U.S. banking system have concluded that 
the former may provide several important economic benefits. While these banking 
and commerce links no doubt have contributed to the industrial growth in these 
countries in the postwar era, they do raise serious concerns over concentration of 

In Japan, these concerns are addressed through limitations on equity invesbnents 
and the absence of bank personnel in the day-to-day management of nonfinandal 
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finna. In contrast to J&pan, where banks typically int«rfiBre only in casM of cor- 
porate distreM, Germany not only pennits banks to own shares, but also to serve 
on the supervisory boards of corporations and to exerdse proxy rights over large 
blocks of shares through bank-managed portfolios. Other eounmes with universal 
banking have tended to curb bank control over industrial firms in recent yean. Pn>- 
poaala to do so in Germany recently have been introduced as a result of the near^ 
failure of several of Germany's nonrniandal firms. 

These highly publicized coses were more of an embarrassment to Germany's 
m^or banks than a threat to their safety and aoundness. These banks have been 
able to withstand tosses due to their sheer size and strength, and to the very con- 
servative accounting practices that allow equities to be earned at historical cost and 
allow banks to transfer portions of income to hidden reserves. 

In lact, there are no eases in recent memoiy of a mqjor bank failing in another 
country due to its securitiea activities or affiliations with commercial firms. The ma- 
jority of banking problems in industrialized countries have been the result of tradi- 
tional banking activities. For numple, losses from fbreign-exchanoe trading have 
caused isolated cases of bank failures, while real estate lending in ^Mom" jrears led 
to system-wide banking crises in the United Kingdom, most of the Scandinavian 
countries and Japan, in addition to the well-known problems encountered by U.S. 
banks and savings and loan institutions. 

If other problems have occurred, and no doubt thero have been some, they have 
been dealt with quietly and effectively, without recourse to deposit insurance funds. 
This is laisely due to the differences in the supervisory structure of countries that 
permit such afiiliations, and to differences in failure-resolution methods and the role 
of deposit insurance. For example, while deposit insurance coverage is rou^y com- 
parable between the United States and Japan, the private sector plays a larger role 
in the operation of deposit insurance in many other countries. Consequently, the di- 
rect link to the government's "faU faith and credit" is less expUdt than in the Unit- 
ed States. M^or banks in other countries also are called upon more often to help 
in "bailouts" of other banks, voluntarily or otherwise, due to a traditionally close re- 
lationship with the central bank and more highly concentrated banking svstems. 

Given the greater potential for conflicts of interest between insured ana uninsured 
functions, the governmental nature of deposit insurance in the United States, and 
the more dynamic and diverse financial marketplace in the United States, the uni- 
versal banking model does not seem to be as suited to the current U.S. environment 
as other Models with which the United States has experience. 

ATTACHMENT C 

msrORlCAL BACKGROUND 

Information concerning the principal abuses that arose during the 1920s and 
earlv 1930s in connection with the investment banking activities of commercial 
bank affiliates is largely limited to the extensive Senate investigation into stock ex- 
change practices, wtuch included the highb publicized Pecora hearings. A substan- 
tial portion of these hearings, which wero held in 1933 and 1934, dealt with the ac- 
tivities of the securities affiliates of the country's two largest commercial banks. Na- 
tional City Bank and Chase National Bank. 

The Glass-Steagall Act, which to a certain extent was the result of these hearings, 
was enacted primarily for three roasons. First, Congress believed the Act would h^p 
to protect and maintain the finandal stability of the commercial banking system, 
and would stnngthen public confidence in commercial banks. Second, Congress 
wanted to eliminate the potential for conflicts of interest that could result from the 
performance of both commercial and investment banking operations. The final Con- 
gressional concern was a belief that the securities operations of banks tended to ex- 
aggerate financial and business fluctuations and undermine the economic stability 
ofthe eoimtry by channeling bank deposits into "speculative" securities activities. 

The actual and potential abuses that wera revealed during the Senate investiga- 
tion can be categorized as follows: first, abuses that were common to the entiro in- 
vestment banking industry; second, abuses that ma;;/ be attributed to the use of af- 
filiates for the personal profit of bank officero and directors; and third, abuses relat- 
ed to conflicts of interest that nsulted from the mixing of commercial and invest- 
ment banking functions. The primary ^rpes of abuses rdevant to each of these cat- 
Tories ara discussed below. Analyses ofthe appropriate remeilies for these abuses 
aro presented, together with comments directed toward examining the degree to 
whi^ the GlasB-Steagoll Act was an effective or desirable solution. 
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Muaea Common to tA« InvestTJient Banking Butineat 

Tlw prindpal ^rpes of abuMs common to the investment banking bvudnees during 
the 1920b and early 1930b included: 

• underwriting and distributing unsound and speculative securities 

• convejnng untruthful or misleading infbnnation in the prospectuses accompanying 



xiliti- 

inshort, an eitpemely poor credit risL In 1927 and 1928, National City Company 
paitLcipated, nevertheless, in the underwriting of bond issues by the government of 
Peru. The iirospectuses that were distributed made no mention of Peru's political 
and economic difBculties. As a result, the public purchased $90 million of the bonds, 
which went into default in 1931 and sold for less than five percent of their face 
value in 1933. 

While the National City case may be one of the more flagrant examples of these 
^rpes of abuBCB, it was generally acknowledged that the extremely competitive bank- 
ing environment of the 1920s fed bankers tJa encourage overborrowing, particularly 
br governments and political subdivisionB in Europe and South America, (^estion- 
ame practices were employed to induce the pubUc to purchase the security issues 
that resulted from the promotional efforts of bank afBliates. In addition to falsi^ng 
or withholding pertinent information, National City Company and Chase Securities 
Corporation attempted, on occasion, to prop up the price of securities while the secu- 
rities were being sold. 

A large portion of the abuses uncovered during the Peeora hearings were common 
to the entire investanent banking industiy. Because these problems were not directly 
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« Exchange Act of 1934 hold individuals involved ii. 

ance of securities responsible for any misstatement of facts or failure to reveal perti- 
nent information concerning the financial condition of governments and corporations 
issuing securities. Second, it is now the dut^ of the SEC to prevent any manipula- 
tion (H the market while a security is being issued. Additionally, these safeguards 
may help deter banks from underwriting unsound and speculative securities. 
Self-Dealing by Bank Officers and Directors 

Bank affiliates not only attempted to manipulate the stock and bond prices of 
other business and governmental entities, thc^ also attempted to manipulate the 
stock prices of their parent banks. The procedure generally employed was for the 
affiliate to organize investment pools that traded in the stock of the parent bank. 
While the [wols were financed primarily by the affiUates, they were generally open 
to selected individuals, including bank officers and directors. Bank omdals claimed 
that the puipoaea of such trading accounta were to steady_ the market in order to 
maintain public confidence in the bank and to encourage increased distribution of 
the bank's stock. However, there were other motivations for such activity. 

First, it is likely that many of the partidpanta expected to benefit from their in- 
side information and gain la^ profits fiwm thdr toading activitv. In practice, how- 
ever, these expectations were not always realized. Chase'e affiliates earned only 
$159,000 in profit on trades in Chase National Bank stock totaling $900 million. Na- 
tional Ci^ Company sustained $10 million in losses from dealing in the stock of its 
parent bank. 

A second reason may have been that 1^ advancing the stock's {>rice it became 
more atteactive to the stockholders of other banks that were acquired on an ex- 
ehange-of-stock basis. Chase National and National Ci^ Bank each acquired several 
other banks during the period when their afBliates were trading in their stock. 

In addition to this pnmta obtained by traduig in their own bank's stock, bank ofE- 
eers and directors often received compensation from afBliates far in excess of that 
paid to them by their banks. For example, instead of permitting the stock of afBli- 
ates to be owned by bank stockholders, the stock was uten wholly owned by officers 
and directors of the bank. This "ownership" mav have been ille^ and was cleariy 



and directors oT the bank. This "ownership" mav have been illegal and was cleariy 
imfiroper. Because the profit opportunities of the affiliates vrere a direct result <n 
their asaodation with Qidr a - • ■ i.. .. ...«.., .».i. . 

longed to the bank's stockhdoe 



their asaodation with Qidr parent banks, any profits they derived rightAilly be- 
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public c 
king »fTiii«tj>a However, Hm l^aaa-Steagall Act wu 
not th« proper remedy for such self-dealing and Insider abuse. Trading accounts in 
the stocK Di parent banks bjr afOliates and the participation in auch traoinE br bank 
oEOdals could have been prevented by m^dng it illegal for affiliates to deu In «r 
own the stock of parent banks. The utabliabmoit of management ftmda is a prob- 
lem mainly of concern to stockholders. Wth adequate disclosure of the salaries and 
bonuses dietributed throuf^ such funds, stoekholdera can determine whether thay 
are ezceaaive. AfSliatea owned entirely by bank ofBcers and directors instead of t^ 
bank Btockholders also could have been prohibited. 
Abuses Arising From the Mixture of Commercial and Investrnent Banking 

There were a number of abuses that occurred from the mixing of commercial and 
investment banking functionB. Most of these relate to confUct-of-into-est concerns, 
and while they have impUcatlons for bank safe^ and soundneea, there ia no evi- 
dence that a large number of bank failures were due to interactions between banks 
and their afSliates. The types of abuses revealed during Senate testimony in 1933- 
34 included: 

• Using the affiliate as a dumping ground for bad bank loans. In an examnle hi^- 

li^ted during the Pecora nearings, National City Bank transferred to National 
City Company $26 miUion worth of loans to Cuban sugar producers after Uie 
price of sugar coUapsed and the borrowers were unable to repay^ the loans. 

cou 

ates were revealed during the Senate investigation, it appears that trust depart- 
ments generally were not used for such a purpose. 

• Lending to finance the purchase of securibea underwritten by the afOliate. This 

could have been another means whereby the affiliate's problems were trans- 
ferred to the bank. That is, if the affiliate found it difficult to sell a particular 
issue, tiie bank may have chosen to offer loans to prospective purchasers under 
conditions disadvanta^us to bank stockholders. 

• Excesdve lending to amliates to finance underwritings. This practice mav have 

led to an inad^uate level of bank asset diversification, the significance or which 
would have depended upon the quaUty of the underwritings. 

• There was a tettdency for banks to invest too much in long-term securities. This 

practice caused liouidity problems that contributed to a number of bank failures 
during the late ifizOa. 
owering the ^uahty of haul 
curity after it had been iss 
the bank was Goncen»d with its image if a security its affiliate had undv- 
written or distributed began to lose value. 

• Lending to a corporation tfat wotild otherwise have defaulted on en issue under- 

written by the bank's securities affiliate. Again, this would have occurred if a 
bank was concerned that its image would be severely tarnished in the event a 
corporation defaulted on an issue the bank's affiliate had underwritten or dis- 
tributed. 
The first five problems outlined above could have been controlled with Csiriy sim- 
ple le^slative remediea. For example, to prevent the use of a bank or its affiliate 
as the dumping ground for the oUier's bad asaets, federal authorities could have 
been given, and now have, authority to conduct simultaneous examinationB on a 

Kriooic basis. Lending to finance the purchase of securities underwritten by a 
T\k's affiliate could have been prohibited. The concern that banks may lend exces- 
sive amounts to their affiliates could be handled b^ prohibiting auch lending, by re- 
quiring that it be collateralized, or by simply placing a limit, perhaps as a percent- 
age of^ank capital, on the amount a bank may invest in any one and in all of ita 
affiliates. Howev^ the underlying concern in this case is that banks, 1^ investing 
heavily in their affiliates, would not have a sufficiently diversified aaaet base. This 
concern can also be direct[y addressed by limiting overall investments in related 
markets or product lines. Similarly, the tendency for banks to invest too much in 
long-term securities could be conb^lled by prohibiting or limiting the number or 
amount of securities a bank could purchase from operating securities affiliates. 

The potential for "tie-ins" also should be of concern. While it appears that invest- 
ment banks can, and on occasion do, threaten to withhold certain services unleea 
an entire "package" ia purchased, the power of such a threat takes on a somewhat 
greater significance when it ia a Une oi credit that might be withdrawn if an issuw 
does not choose a particular bank or bank afSUate as its underwriter. As with the 

Srevious two concons it does not appear that examples of abuae w«a uncovered 
uring the Pecora hearings. 
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The types of potential tie-ina that ahould be of concern to public pollcymakere are 
due either to eelf-dealing or to inadequate tevets of competition. In neither case is 
a continued separation of conunerdal and investment banking an appropiiate way 
to address eftMtively the problem. An example of the former is if a bank official 
tried to induce potential customers into purchasing a service (presumably, but not 
necessarily, at a relativel;^ high price), in which the official had a personal interest, 
by lying-in and underpricing at the expense of the bank's or its affiliate's stockhold- 
ers a second service in whi^ the official's personal stake was less direct. Self-deal- 
ing of this kind can larxelv be prevented by other means. 

In the absence of self-aealing at the expense of the benefactors of the proceeds 
of one of the tied-in services, uie only way the tie-in threat can be effective is if 
the customer has no viable alternative. In competitive markets, customers would 
simply purchase the services elsewhere at more reasonable rates. This type of tie- 
in, to the extent it can occur, represents only one facet of a broader antitrust con- 
cern which is most appropriately dealt wiui through poUdes designed to foster 
greater competition. Since most banking markets are reasonably competitive, it is 
highly unlikely that investment bankers, as a group, will be at an unfair competi- 
tive advantage due to such tie-ins. Moreover, since nondepository institutions are 
becoming more involved in the eoctension of credit, it is difficult to argue that com- 
mercial Danks should not be permitted to underwrite corporate securities on the 
grounds that such tie-ins are possible. 
Conctuiion 

By the 1930b, the general view in Congress was that the mixing of commercial 
and investment banking posed a threat to the safety and soundness of the banking 
system, created numerous conflict-of-interest situations and led to economic instabil- 
ity due to the channeling of bank deposits into "speculative" securities activities. To 
aUeviatA those concerns, the Glass-Steagall Act was enacted. 

From the evidence gathered during the Senate invest^tion into stock exchange 
practices it appears uiat. to the extent the concerns of Congrsss were valid, they 
could have been handled through less disruptive legislative means. There is little 
evidence that the investment banking activities of commercial bank affiliates were 
a nuyor factor in causing bank failures. Where investments in securities under- 
written by affiliates contributed to an institution's failure, it was generally because 
the bank was illiquid due to an oveiinvestment in long-term assets. AfBhate losses 
were generally due to speculative activities unrelated to investment banking. 

Most <^ the abuses that arose during the 19208 in connection with the operation 
of security atShatea by commercial banks appear to have been conflict of interest 
concerns rather than factors threstenin|! the safety and soundness of commercial 
banks. However, it appears that most of these problems could have been ranedied 
without having to resort to a forced separation of commercial and investment bank- 
ing. Certain abuses which arise from mixing commercial and investment banking 
cannot entirely be controlled; but, they do not appear to have been so significant 
as to have warranted logialation separating commercial and investment banking. Fi- 
nally, the provision of the 1934 Securities Exchange Act that authorized the Federal 
Reserve Board to regulate the ractension of credit tor the purchase of securities efTec- 
tively achieved the third objective of the Glass-Steagall Act, which was to control 
the speculative uses of bank assets in the securities markets. 

In conclusion, bank affiliates were not regulated, examined, or in any way re- 
stricted in the activities they could participate in until the 19308. As a result, 
abuses occurred. A certain degree of supervision and regulation and some restric- 
tions on bank affiliate powers would have gone a long way towards eliminating the 
types of abuses that occurred during this period. 

ATTACHMENT D 

CURRENT SAFEGUARDS 

Section 23A of the Federal Reserve Act restricts transactions between member 
banks and their affiliates, and the Federal Deposit Insurance Act extends the cov- 
erage of 23A to nonmember insured banks. Section 23A attempts to prevent the 
misuse of insured institutions by placing quantitative limitationa on "covered trans- 
actions" between a bank and its affiliate, establishing collateral requiremanta fis 
certain transactions, requiring that all transactions be on terms and conditions that 
are consistent with safis and sound banking, and prohibiting a bank from purchasing 
low-otiaUty assets of an atfiUata. "Covered transactions" include loans to an affiliate, 
purchases of sectirities isstted by an afOUete, ecceptsmce of securities issued by an 



d by Google 



affiliate bb collatwal, and the issuance of a guarantee, acceptance or letter of credit 
on behalf of an afBliate. 

Section 23B td the Federal Beserve Act places additional limitationa on fedwally 
insured banks and their affiliates, by providing that a bank may engage in certain 
tranaactjont with its affiliates otuy on an "arm's length" basis. In action to the 
"covered tranflactions" of Section ^A, Section 23B applies to the sale of securities 
or other assets to an aEBUate, to service contracts between the bank and its affiliate, 
and to transactions with a third parly where the affiliate has a finanrial interest 
in the third party. 

The Federal Seserve Board has established prudential limitations on the activities 
of the "Section 20 companies" of bank holding companies (BHCs) that underwrite 
and desl in debt and equity securities to a limited extent Among other things, in 
determining capital compliance, BHCs must deduct from consolidated primaiy cap- 
ital any investment in an tinderwriting subsidlarv, or aiw octension ot credit that 
does not meet certain coUateral requirements. BHCs and uieir aubaidiaries are pro- 
hibited from: entering into any financial arrangement tl 



hibited frx>m: entering into any financial arrai 
handn^ the marketability of a bank-ineUgiblf 



subsidiary; extending credit to a customer to purchase a bank-ineligiUe seeuri^ 
sued by the securities affiliate during or shortly after the underwriting perioa; or 
purchasing ineligible seeuritieB from a securitiea affiliate during or shorQy after the 
underwriting period. Officer, director or employee interlocks twtween a BHCs un- 
derwriting subsidiary and an^ bank or thrift subsidiary are prohiUted. An under- 
writing subsidiarv must provide adequate disclosures that its products are not fed- 
erally Insured. There are limitationa on the abili^ of affiliatM bonks or thrifts to 
provide investment advice regarding the purchase of seeurilies underwritten or 
dealt in I9 the securitiea affiliate. Bank or thrift subsidiariee are prohibited from 
extending credit to a Mcurities affiliate except in certain limited instances, or from 
purchasing w selling certain financial assets to or from a seetirities affiliate. 

On December 28, 1984, the FDIC implemented its regulation on securities activi- 
ties of subsidiaries of inmired nonmamber banka and bank transactions with affiU- 
ated securities companies (12 CFR §337.4). At that time, the FDIC determined that 
it is not unlawful under the dasa-Steagall Act for an insured nonmember bank to 
establish or acquire a bona fide subsidiary that engages in securities activities nor 
for an insured nonmember bank to become affiliatecl with a company enraged in se- 
euritieB activities if authorised under state law. At the same time, the riSlC fbund 
that some risk may be associated with those activities. In order to address that risk, 
the FDIC r^pjlation (1) defines bona fide subsidiary, (2) requires notice of intent 
to Bcciuire or establish a securities subsidiary, (3) limits the permissible securities 
activities of insured nonmember bank subsidiaries, and (4) places certain other re- 
strictions on loans, extensions of credit and other transactions between insured 
nonmember banks and their subsidiaries or affiliates that engage in securities ac- 

In our regulation, the term "bona fide" subsidiary means a subsidiat^ of an in- 
sured nonmember bank that at a minimum: (1) is adequately capitalized, (2) is 



(3) maintains separate accounting and otAer corporate records, (4) observes separate 
corporate formalities such as separate board of directors meetings, (6) maintains 
separate employees who are compensated by the subsidiaiy, (6) shares no common 



physically separate and distinct in ite operatiMU from the operations of the bank, 

?„,___,_._= . , d other. ' -'- '" " ■- 

9 formalities such as sepan 

officers with the bank, (7) a mtgority of the board of directors is composed of persons 
who are neither directors nor officers of the bank, and (8) conducts hudness pursu- 
ant to independent policies and procedures desinied to inform customers and t»«- 
spective customers ot the subsidiary that the subsidiary is a separate organization 
from the bank and that investments recommended, offered or sold by the subsidiary 
are not bank deposits, are not insured by the FDIC, and are not guaranteed by the 
bank nor are otherwise obligations of the bank. 

This definition is imposed to ensure the separateness of the subsidiary and the 
bonk. This separation is necessary as the bank would be prohibited by Uie Glass- 
Steagoll Act from engaging in many activities the aubsidiaiy might undertake. Also, 
the separation safeguaraa the soundness of the parent bank. 

The regulation provides that the insured nonmember bank must give the FDIC 
written notice of intent to establish or acquire a subsidiaiy that enga|^s in any se- 
curities activity at least 60 days prior to consummating the acquisition or com- 
mencement of the operation of the aubsidiaiy. These notices serve as a supervisory 
mechanism to a[>prise the FDIC of which insured nonmember banks are conducting 
securities activities throtigh their subsidiaries that pose potential risks to which the 
bank otherwise would not be expoeed. 

Activities of the subsidiary are limited in that it may not engage in the undervrrit- 
ing of securities that would otherwise be prohibited ta the bank itaelf under the 
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Glasa-Steamll Act unless the auboidiaiy meets the bona fide definition and the ac- 
tivities are limited to underwritins of investment quality s«curiti«a. 

A subsidiaiy may engage in underwriting other than that listed above if it meets 
the definition of bona fide and the following conditions are met: (a) The subsidiaiy 
is a tnonber in good standing of the National Association of Securities Dealnv 
(NASD); (b) The subsidiary has been in continuous operation for a five-year period 
preceding the notice to the FDIC; (c) No director, officer, general partner, employee 
or 10 percent shareholder has been convicted within five years of any felony or mis- 
demeanor in connection with the purchase or sale of any security; (d) Neither the 
subsidiary nor any of its directors, officers, general partners, employees, or 10 per- 
cent sharaholders is subject to any state or federal edministrattve order or court 
order, judgment or decree arising out of the conduct of the securities business; <e) 
None of the subsidiary's directors, officers, general partners, employees or 10 per- 
cent shareholders are subject to an order entered within five ^mts issued by the 
Securities and Exchangs Commission pursuant to certain provisions of the Securi- 
ties Exchange Act of 1934 or the Investment Advisors Act of 1940; and (f) All offi- 



A bona fide subsidiaiy must be adequately capitalized, and therefore, they must 
meet the capital standards of the NASD and SEC. As a protection to the insurance 
fund, a bank's investment in these subsidiaries engaged m securities activities that 
would be prohibited to the bank under the Gtass-Stea^all Act is not counted toward 
the bank's capital, Qiat is, the investment in the subsidiary is deducted before com- 
pliance with capital requirements is measured. 

An insured nonmerober bank which has a subsidiary or affiliate that engages in 
the sale, distribution, or underwriting of stocks, bonds, debentures or notes, or other 
securities, or acts as an investment advisor to any investment company may not en- 
gage in any of the following transactians: (1) Purchase in its discretion as fiduciary 
any securi^ currently distributed, underwritten or issued by the subsidiary unless 
the purchase is authorized by a trust instrument or is penniasible under applicable 
law; (2) Transact business through the trust department with the securities arm un- 
less the transactions are at least comparable to transactions with an unaffiliated 
company; (3) Extend credit or make any loan directly or indirectly to any company 
whose obligations are underwritten or distributed by the securities firm unless the 
securities are of investment quality; (4) Extend creut or make any loan directly or 
indirectly to any investinent company whose shares are underwritten or distributed 
by the securities company; (5) Extend credit or make any loan where the purpose 
of the loan is to acquire securities underwritten or distributed by the securities com- 
— y; (6) Make any loans or extensions of credit to a subsidiary or affiliate of the 
s that distributes or underwrites securitJes or advises an investment company 
in excess of the limits and restrictions set by section 23A of the Federal Reserve 
Act; (T) Make any loan or extension of credit to any investment company for which 
the securities company acts as an investment advisor in excess of the limits and re- 
strictions set by section 23A of the Federal Reserve Act; and, (8) Directly or indi- 
rectly condition any loan or ^rtension of credit to any company on the requirement 
that the company contract with the banks securities company to underwnte or dis- 
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tritute the coropaiQ^B securities or condition a loan to a person on the requirement 
that the person purchase any security underwritten or distributed by the bank's se- 
curities company. 

An insured nonmember bank is prohibited by regulation from becoming affiliated 
with any companv that directly engages in the sale, distribution, or underwriting 
of stocks, bonds, oebentures, notes or other securities unless: (1) The securities busi- 
ness of the affiliate ia physically separate and distinct from the operation of the 
bank: (2) the bank and the affiliate share no common officers; (3) a majority of the 
boara of directors of the bank is composed of persons who are neither directors or 
officers of the affiliate; (4) any employee of the affiliate who is also an employee of 
the bank does not conduct any securities activities of the affiliate on the premises 
of the bank that involve customer contact; and (5) the afGliate conducts business 
pursuant to independent policies and procedures designed to inform customers and 
prospective customers of the affiliate that the affiliate is a separate organizstion 
from the bank and that investments recommended, offered or sold by the affiliate 
are not bank deposits, are not insured by the FDIC, and are not guaranteed by the 
bank nor are otherwise oblintions of the bank. The FDIC has chosen not to require 
notices relative to affiliates because we would normally find out about the affiliation 
in a dMWsit insurance application or a change of bank control notice. 

The FDIC has created an atmosphere in which bank affiliation witii entities en- 
gaged in securities activities is very eontndled. Althou^ we have examination au- 
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thority over butk suboidutriM and under Sectimt 10(b) v€ the Federal Deposit Insur- 
ance Act we have the authority to conduct examinations of »ffiH«tMi to detennine 
the effect of that relationah^i on the inaured inatttutton, we here in practice allowed 
theae entitiea to be fuaetiimally r^pilated, that ia PDIC axaminatiofi ci the insurad 
bank and SEC and NASD ovani^t of the aacuritiaa aubaidiaiT or afBliata. 

The FDIG feels that its established separatiotis fin- banks and securities Snns has 
created an environment in which the FDICs reqMMudbility to protect the insurance 
fund has been met without creating duplicative r^ulatioD fi>r the securities firms. 
However, our experience indicates that tneae separations may not be perfecL Insider 
maneuvering may be able to evade the intent M the firemUls, securities Onus afDH- 
ated with nonbank bank holding companies may bll outside the regulatory coverage 
of Part 337.4, and if sjntemic problraoa were to develop in the securities industry, 
the difGculties msy overwhelm the protection in place. 

Therefore, the FI>IC beUevea that functional regidaticm should not be desi^pied in 
a fashion that would preclude the PDIC from **""''" "g securities auhsfdianes and 
affiliates tor matten which are unsafe and unsound, liiis would include reviewing 
insider involvement in the securities firms, roonitoilng ^^"■t^^^^^l tranaactions be- 
tween the insured institution and the securities firm, reviewing securities firms 
records to assure that the restrictions contained in Part 337.4 are being adhered to, 
and regularljr reviewing financial statements of the securities firms. 

The FDIC is also maintaining an open dialogue with the NASD and the SEC con- 
cerning matters of mutual interest To that ei^ we have entered into an a^ireement 
in principle with the NASD concerning examination of securities compsnies affili- 
ated with insured institutions and have begun a dialogue with the SBC concerning 
the exchaiuw of information which may be pertinent to the mission of the FDIC. 

The number of banks which have subsidianes engaged in activities that could not 
be conducted in the bank itself is very small. The activities these subaldiarieB are 
engaged in are underwriting of debt and equi^ securities and distribution and man- 
agement of mutual fUnds. We have received notices finm 444 banks that have sub- 
sidiaries vriiich are en^igsd in activities that do not require the subsidisiy to meet 
the definition of bona fide such as investment advisory activities, sale of securities 
and nuuMgement of the bank's securities portfolio. 

Since implementation of the FDICs r^ulation, the relationships between banks 
and securities firms have not been a matter of supervisory concern. We believe in 
great part that this can be attributed to the protections we have in place. However, 
we are aware that in a time of financial turmoU that these protections may not be 
adequate and a program of direct rumination may be necessary to protect the in- 
surance fund and continuation of our examination authority in that area is impor- 
tant. 

ATTACHMENT E 



Section 20 of the Glass-Steagall Act ("Section 2(r) (12 U.S.C. g377) prohibits 
bonks that are members of the Federal Reserve S^ston Cmembc^ banks") from 
affiliating with organizations that ore "engaged prinapally" in underwriting, distrib- 
uting or selling securities. Section 20 states, m relevant part, that: "no member 
bank shall be ^liated in an;^ manner . . . with any corttoratian, association, business 
trust, or other similar organization engaged principally in the issue, flotation, un- 
derwriting, public sale ... of stocks, bonds, debenturea, notes, or other securities...' 
12 U.S.C. §377. The statute defines an "aflOliate" to include any corporation, busi- 
ness trust, association or other similar organization— 

(1) Of which a monber bank, directly or indirectly, owns or controls either a ma- 
jority of the voting shares or more than 60 percent of the number of shares voted 
nr the election of directors, trustees, or other persons exercising similar fiinctiona. .. 

(2} Of which control is held, directly or ini£rectly, through stock ownership ... by 
the shareholders of the member bank who own or conbnl «ther a mqjori^ of the 
shares of such bank or more than 50 percent of the munber of shares voted for the 
election of directors of such bank , . . 

(3) Of which a m^ori^ of directors, trustees, or other persons exercising similar 
functions are directors of^any one member bank; or 

(4) Which owns or controls, directly or indirectly, either a mtgonty of the shares 
~ ~ lital stock of a member bonk or more that 60 percent of the number of sharea 

.__ for the election of directors of a member bank 12 U.S.C. §221a. 

In contrast to Section 16 of the Glass-Steagall Act, which imposes an absdute ban 
1 bank securities underwriting activities, Sectioa 20 prohibits aERliations between 
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banks and entiti«s that ar« "engaged principally in securitiea underwriting activi- 
ties. Therdbre, affiliations are pennitted as long as the nonbank institution is not 
engaEsd "principally" in the securities activities restricted by Section 20. Section 20 
itselC however, does not define the term "principally engaged." The legislative his- 
toiy of Section 20 also foils to define or explain the precise meaning of the term,' 



n and very 
n 'engaged 



principally" ia not firmly resolved. Based on court deasions on other related provi- 
sions of the Glass-Steagall Act, and absent fiuiher clarification by the United States 
Supreme Court, the term "engaged prindpslly" is not confined to the majority of a 
firm's business. Instead, any Bank affiliate engaged in securities underwriting as a 
"substantial activity" would be in violation of Section 20.* A determination of what 
B"Bube 

ticm 20 BubaidianeB" to undwwrite and doii in SMurities (that are not e.. 

the Glass-Steagall restrictions (i.e., "ineligible securities")) on the grounds that the 
subsidiaries are not "engaged principally^ in such activitiea, and thus their affili- 
ation with member banks is not proscribed by Section 20.* In a precedential order 
issued in 1987 ("1987 Order") the Board of Governors of the Federal Reserve System 
impoeed a "five-to-ten-percent" standard to differentiate permissible from impermis- 
sible levels of securities underwriting activities. The Board explained its rationale, 
in port, as follows: 

[Tuie Board believes it is bound by the statutory language of section 20 [of 
the <9ass-Steagall Act] to conclude that a member bank afiUiate may un- 
derwrite and deal in the ineligible securitieB proposed in the apoUcation, 
provided that this line of business does not constitute a prindpEU or sub- 
stantial activity for the affiUate. The Board reaffirms its conclusion ... that 
Congress intended that the 'enga^ principally' standard permit a level of 
otherwise impermissible underwriting activity in an affiliate that would not 
be quantitatively so substantial as to present a danger to affiliated 

With respect to the a 



would not be substantially engaged in underwriting or dealing ii_ „ 

securities if its gross revenue from that activity does not exceed a range of 

between five to ten percent of its total gross revenues..." Citicorp, J. P. 

Morgan & Co., Inc., and Bankers Trust New York Corp., 73 Fed. Res. Bull. 

473, 475 (1987)." 

With specified exceptions, the Bank Holding Company Act^ ("BHC Act") prohibits 

a Bank Holding Company ("BHC") frvm acquiring direct or indirect ownership or 

control of any voting shares of any company that is not a bank (12 U.S.C. g 1843(a)). 

Under Section 4(c)(B) of the BHC Act (Id. at 1843(c)(8)) that prohibition does not 

apply to a BHC'b acquisition of "shareB of any company the activitieH of which the 

[Federal Reserve] Board . , , has determined (by order or regulation) to be so closely 



'5n Banking Law, Vol. 6, §96.0S[31 (Matthew Bender, 1994). 

"/n Board ofOovemort v. Agnttii. 329 U.S. 441 (1947), the United State* Supreme court de- 
fined the term "primarily' to mean "substantial." This was in the context of aection 32 of the 
Glaas-Steasall Act, however, and not Section 20. (Section 32 rertnd* ofHcer, director and em- 
ployee orerlap between member banks and entities "primarily engaged" in lecuritiea underwrit- 
ing.) 

'CF. Board f^Govtmora y.Agmw, supra. 

*Tbe Federal Reserve has approved tbe establishment of over thirty "Section 20 aubaidiaries," 
G9 Fed. ibg. 3E,617 (1994). 

*The Federal Reserve Board's standard was sustained by tbe Second Circuit Court of Appeals 
in Sec. IruL Aas^n v. Board /^ GoverTiors. B39 F.2d 47, 66 (Zd Cir. 1966), ctrt. denied, 4S6 U.S. 
1069I19S6). 

In July 1994, the Federal Reserve requested comments en propoeed alternatives to the current 
'gross revenue' and "indexed grosa revenue" tests. E9 Fed Reg. 35,616 (1994). 

■The BHC Art requires approval by tbe Federal Reserve for tbe formation of a BHC. 12 
U.S.C. §1841 et wq. A BHC is any "company" that has 'control' over any "bank" or over any 



mpany that is or becomes a BHC. The BHC Act defines a "company," in part, as a eorporai 
partnership, business trust, assodation, or similar orgpniuition. Jd. at 1S41 lb). A liank' in- 
cludes an insured bank" und^ the Federal Deposit Insurance Act that: (1) accepts demand de- 
posits or deposits that the depositor may withdraw by check or similar means for payment to 
third parties, and (3) is engaged in the business of making commercial loans. Id. at 1841(c). 

Under the BHC Act a company "controls" a bank if: (1) the company directly or indirectly 
owns, controls, or hss the power to vote at least 26 percent of any class of the bank's voting 
securities; (2) the compsDV ewtrais the election of a m^ority of the bank's board of directors 
or trustees; or (3) the Federal Reserve determines after the opportunity for hearing that the 
company exerdses « controlling Influence over the bank's management or policies. Id. at 1841(b>. 
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related fa> banking or managing or controlling banks as to be a proper inddent 
ttiereto . . ."^ In the 1987 Order the Federal Reeerve concluded that imdarwritisg and 
dealing in "inelimble securitieB" is "dooely related' and a "proper inddenf to bank- 
ing under the BHC AxX.fi 

SpedficaUy, the Board of Governors stated that "underwriting and -loaling in com- 
merdal paper, municipal revenue bends and 1-4 fismily mortgage-related securities, 
under the limitations diacussed in [the 1987] Order, are closely related to banking, 
because banks provide services that are so operationally and functionally similar to 
the proposed services that banking otsanizations are particularly well equipped ta 
provide such services . . . [Tlhe proposed activities are natural extensions of activitiee 
currently conducted by banks . . ."" The Board ot Governors also concluded tiiat the 
"proposed underwriting and dealing activities" were a "proper incident to banking 
[because th^] may reasonably be exMctad to result in substantial public benefits 
tiiat outweim poonble adverse effects. >*> 

In the orders that the Federal Reserve has issued in connection with the permis- 
sible securities underwriting activities of member bank »ffiliat«t, the Federal Re- 
serve has txpnntd concerns about the potential for adverse eflects that might re- 
sult from the proposed activities, such as unsound banking practices, conflicts of in- 
terest, unfair competition, undue concentraticm of resources and loea of puUic con- 
fidence. Because m these concerns, the Federal Reserve has included limitations and 
conditions In its "Section 20' orders. There were seMrate protections in the Federal 
Reserve's original order of which the following are uie most significant: 

■ In determining compliance with capital adequacy requirements, the applicant is 

required to deduct &om its consolidated c^tal any investment in the unite- 
writing subsidiary that is treated as capital in the underwriting subsidiary. 

■ The underwriting subsidiuy shall maintain at all timee capital adequate to sup- 

port its activity and cover reasonably expected expenses and losses in accord- 
ance with industry norms, 

■ No applicant or subsidiary shall extend credit, issue or enter into a stand-t^ letter 

of credit, asset purchase a{[reement, indemnity, insurance or other &dhtrf that 
might be viewed as enhancm^ the creditworthiDess or marketabili^ of an indi- 
gible securities issue underwritten by an afBliated underwriting subsidiary. 
• There will be no officer, director or employee interiodu between an underwriting 



inlung at 

• An afGliated bank may not eniress an opinion with respect to the advisabili^ of 
the purchase of the ineligible securitiea underwritten or dealt in by an under- 
writing subsidiary unless the bank affiliate notifies the customer that its affiJi- 
ated underwriting subsidiary is underwriting or making a market in the secu- 
ri^. 
No appl 

shif, r , _._ 

underwriting subsidiary during the period of the underwriting and for 60 days 
after the dose of the underwriting period. 
■ No lending afSliates of an underwriting subsidiary may disdose to the undermit- 
ing subsidiary any non-public customer information consisting of an evaluation 
of the creditworthiness of an issuer or other customer of the underwriting sub- 
sidiary (other then as required by securities laws and with the issuer's consent) 
and no officers or employees of the underwriting subsidiary may disdose such 
information to its afShates." 

Mr. Fields. Thank you, Ms. Heifer. 

The Chair will recognize himself for 5 minutes. Chairman Levitt, 
you focused in your testimony on what jumped out to me last night 
when I was reading your testimony on page 4, you talk about a 
SID as not the same as full function£il Fegulation, and then going 
down in that paragraph, you say bank SIDs could also present 



'Thig eieeptjon i» implemented by the Federal Rewrve in Begulatioii Y of the Federal Re- 
' regulation*. 12 C.F.R. |2f' 
7 Ordei 



» 1987 Order, p. 477. 
' 1987 Order, p. 487. 
10 1987 Order, p. «9, 
l> 1987 Order, pp. S03-S04. 
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some practical problems relating to securities examination and en- 
forcement efforts. 

If I heard vour testimony correctly, you were talking zibout com- 
mingling and the difficulty of perhaps following a paper trail. My 
question to you, is there a way to correct the practical problems for 
securities examination and enforcement efforts and then, also, is 
there a way in your mind in your interpretation to bring SIDs 
under full functional regulation? 

Mr. Levitt. Well, let me say at the outset that I think that a SID 
is a better arrangement than having all of these activities strictly 
in the bank, but it is a less good arrangement in my judgment than 
having a separate entity of some sort. The problem is because of 
what I regard to be both redundancy and confusion that is created 
by the SID concept. 

It is almost as if you had two sets of rules with respect to driving 
down the highway. For some drivers, the speed limit might be 50 
m.p.h.; for others, it would be like a different jurisdiction: it would 
be 30 m.p.h. We would have a problem in gaining access to the 
kinds of information that might not be in the SID, but might yet 
be in the bank. We would have to work very closely with other reg- 
ulators, and I think that bank securities Eictlvities would be bur- 
dened with redundant and more costly regulatory procedures. 

My long-winded answer to your question is that this is a verv 
complex way of creating the sort of functionfd regulation which I 
think is essential to protecting investors' interests. 

Mr. Fields. So that I understand what you are testi&ing to, are 
you saying that there is — ^there is not a way to correct uie practical 
problems that you foresee in examination and enforcement? 

Mr. LiEViTT. The best way, in my judgment, would be the creation 
of a separate entity that would eneible us to clearly define the ac- 
tivities of that entity, supervise it and regulate it, surveil it com- 
pletely from beginning to end. The SID does not provide us with 
that. 

Mr. Fields. Okay. Chetirman Greenspan, let me ask you, because 
last night when I was reading your testimony, something else 
jumped out that you really didn't testify to today, and that was the 
financial globalization of our markets. And my question is a veiy 
broad question: What happens in that particular respect if we dont 
pass legislation this year, if we don't modernize our laws? 

Mr. Greenspan. Mr. Chairman, that is an extraordinarily impor- 
tant question, and I suspect that if we weren't involved in the var- 
ied details of this particular piece of legislation, I would have spent 
some time on that. 

The Issue that confronts us is that because of the extraordinary 
change in information and communications technology, the finan- 
cial system is changing very rapidly, and it is very crucially impor- 
tant that we modernize our regulatory system to enable us to have 
financial institutions which can function competitively, both domes- 
tically and internationally. 

In that regard, fmd the reason why I am supportive of H.R. 1062, 
as indeed my colleagues are at the Federsil Reserve BoEtrd, is we 
believe that to the raitent that one can do that, this bill does it. I 
should emphasize that we have to remember Uiat we are dealing 
with a very complex financial system. If we were starting from 
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scratch and tried to reconstruct a whole set of regulations which 
would focus on the type of financial system we expected to exist in 
the 21st century, we would probably do it somewhat differently 
than H.R. 1062. But there are significant elements in our financisd 
system right now which work. 

They may not work exactly the way we might have figured they 
would best do so if we could start from scratch, but they do work; 
and what H.R. 1062 does, in my judgment, is that it alters those 
parts of the system which don't work well, which inhibit our ability 
to compete in the global system, and which should very quickly be 
rescinded if we want to maintain the type of viable system which 
I think we are developing. 

Mr. Fields. Thank you. Chairman Greenspan. The Chair's time 
has expired. 

The Chair will now recognize the distinguished ranking member 
of the subcommittee, Mr. Markey. 

Mr. Markey. Thank you, Mr. Chairman. I might begin by noting 
that, unlike the 1988 and 1991 hearings, no one is mentioning how 
we should be more like Japan. No one liaa mentioned that we don't 
have one of the top 25 banks in the world in size, and we don't 
hear it from you, Mr. Chairman of the Fed, and we don't hear it 
from anyone else here; and there is a good reason why we don't 
hear it anymore. Because in yesterday's Wall Street Journal, we 
heard that the top 21 banks in Japan now have $600 billion worth 
of bad loans on their books and that the government ie talking 
about a $200 billion bailout of the banks in that country. 

So bigger isn't necessarily better, I guess we would assume from 
that — ^thiB little lesson. I guess I would actually assume it from the 
silence in terms of people pointing us towards Japan once again, 
because unlike the lessons of the 1980's, which I think we should 
learn, we should be more like ourselves £md trust ourselves to our 
own history and our own lessons and not keep emulating those 
around the rest of the world because they may not know as much 
as we know. 

My great problem here, if I may, is what happens if we have one 
of these water cooler situations where the Chinese widls, the fire* 
walls, Eire eiII kind of taken down, and on one floor in a bank, in 
one office actually, you have got one guy who is wearing many hats 
at the same time, and not only is he a banker, but he also sells 
you derivatives, exotic derivatives, inverse floaters, floortions, cap- 
tions, whatever, and it is based upon a very sophisticated algo- 
rithm that is based upon a bet on what the Japanese interest rates 
or German deutschemark might be a year or 2 from now; and we 
assume, just for the sfike of the discussion, that the market drops 
from 4,500 or 5,000 a thousand points over the next two or three 
years— just speculation, not predicting, but it is very possible. 

What then happens to the depositors, to the taxpayers, if those 
products are part, not of a separate subsidiary being monitored by 
the Securities and Exchange Commission and being completely sep- 
arate from the bank's activities, but intimately, integrany involved 
in the bank's activities? Is the taxpayer liable? WUT the taxpayer 
have to pick up the tab? 

And the only reason I raise this is that we didn't discuss this 
question in the early 1980's during that phase of banking dereguta- 
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tion, and we wound up with $200 billion worth of taxpayer money 
having to be ponied up to bail out bankers. 

Now, my problem with that ia that that is basically the whole 
medicare debate. We are talking about cutting $200 billion from 
medicare,- from the elderly in our country. If we never had that 
banking crisis, if we never had the taxpayers having to kick in that 
money, we wouldn't be in a situation where we had to talk about 
cutting the elderly right now; we would have that $200 billion 
back. 

I want to discuss this subject in terms of how it impacts on the 
risks that are being taken by banks that expose taxpayers, deposi- 
tors, to the risk; not the ahareholders of the bank, but taxpayers. 

So may I ask you then, Chairman Greenspan, what, in fact, 
would be the protection against exotic derivatives being traded, not 
as part of a separate subsidifiry, but as a part of this new banking 
entity which you support being authorized by this legislation? 

Mr. Greenspan. Congressman, first let me Just for the record say 
that it was the savings and loans, not the banks, which created the 
huge loss which we estimate at a little over $160 billion. The Bank 
Insurance Fund was not involved in that. And there are differences 
here, and we did run into problems in banks, but they were fortu- 
nately resolved. 

On the issue of derivatives and other types of instruments, that 
is a problem we have today. This is not an issue which fundamen- 
tally relates 

Mr. Maskey. May I say, if I may interrupt, for the technical de- 
bate, I guess you can make a distinction between a savings and 
loan and a bank, but for the average depositor walking in and put- 
ting their life savings in, there is no distinction between a savings 
and loan and a bank. While semantically you are correct, for the 
purposes of how depositors and taxpayers view depository institu- 
tions, there is no distinction. 

Mr. Greenspan. I grant you that, and I only made the point be- 
cause there is a technical distinction which we ought to be aware 
of. 

Derivatives and all such similar products which are involved in 
the beink are subject to a very significant amount of supervision 
and regulation, and what it is that maintains the safety and sound- 
ness of an institution is the ability of a supervisor, when it per- 
ceives that a particular unsafe or unsound policy is involved, that 
the supervisor acts to change that. 

If it perceives that there is riskiness in some activities of a bank, 
its appropriate response is to ask for increased capital, and that is 
the fundamental function of supervision and regulation of banks; 
and that would exist under today's statutes or it would exist under 
H.R. 1062. 

Mr. Market. If you have exotic derivatives in a separate subsidi- 
ary or inside the bank, how would you handle it? 

Mr. Greenspan. First of all, the definition of what constitutes 
"exotic derivatives" is a fairly vague one, and I would 

Mr. Market. Inverse floater. Where would you put an inverse 
floater? 
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Mr. Greenspan. It depends on the overall issue of how much 
risk is being t^cen and what the capital of the institution is. I dont 
necessarily argue that it should be one place or another, but 

Mr. MAJtKEY. A dangerous inverse floater, would you keep it in 
the bank or over — being dangerous, where would you put a dan- 
gerous inverse floater? 

Mr. Greenspan. If I concluded it was dangerous, it should be no- 
where. 

Mr. Markey. So your basic decision is, it will never go over to 
the separate affiliate, you will either ban it or it will stay inside 
of the — ^ia that your basic conclusion? 

Mr. Greenspan. No. If it is perceived of as dangerous, bank reg- 
ulators will institute cease and desist orders to eliminate that prac- 
tice. 

Mr. Market. Chairman, again, I admire your abili^ in perfect- 
ins the art of evasiveness. It is raised to an art form. 

Mr. Fields. The gentleman's time is enired. The chairman of 
the fUll committee. Chairman Bliley of Virginia. 

Mr. Bliley. Thank you, Mr. Chairmfm. 

Chairman Greenspan, with the unrestricted entry of banks into 
the securities business, should the rules be changed so that banks, 
like brokerage houses, are required to mark to market their entire 
portfolio of securities holding, to require to mark to m£irket? 

Mr. Greenspan. Under Il.R. 1062, the activity would be taking 
place in broker-dealer affiliates regulated by the Securities and Ex- 
change Commission, and I would presume, like all such institu- 
tions, would be marking their securities portfolios to market. 

Mr. Bliley. Do you agree with that. Chairman Levitt? 

Mr. Levitt. Yes. I think that mark to the market is a principle 
that we embrace. I think that it may take a transition period to 
get to that point without creating disruption in the banking indus- 
try, but m£irk to the market is something that I strongly support. 

Mr. Bliley. To either of you gentlemen, or both of you, how can 
you prevent a situation, if you have the bank operating a securities 
business within the bank, in a SH), how do you prevent the situa- 
tion that occurred in — ^with Continental Illinois when you had the 
problem of the market dropping and they had a restriction as to 
now much money they could loan to their subsidiary, but they vio- 
lated the rule and went ahead and loaned the money anyway. 

How do you address that situation or how would you recommend 
we address that situation? 

Mr. Greenspan. Mr. Chairman, the particular episode you are 
referring to is a situation in which, under stress, we have ohserved 
some tendencies on the part of institutions of extending credits to 
subsidiaries when, in fact, it was not authorized under regulation 
or statute. 

That is what I meant, in my prepared remarks, that I thought, 
under stress, sometimes firewalls do bend, but it is temporary, and 
it is readdressed by the regulators fairly quickly. I am less con- 
cerned about that issue than I would have been in earlier years, 
before I saw how the adjustment process would take place. 

The main issue is that while these firewEills tend sometimes to 
bend, they do generally work; and it is the rare instance when 
there are egregious activities in which holding companies will 
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sometimes move funds from one affiliate to another against regu- 
latory requirements. 

Mr. Levitt. I guess I am a little bit more cautious about the ef- 
fectiveness of any of these devices, of any firewall in times which 
I regard to be duferent, greater uncertainty, a greater velocity of 
impact in terms of products that £ire out there tnan we have ever 
seen before in the Nation's history. 

For that reason, I feel that the kind of problem which you have 
described, Mr. Chairman, would be best addressed by placing secu- 
rities activities in a separate entity rather than intermingled with 
other bank activities; and in that way, if a problem did develop, the 
Commission, in their oversight activity and whatever enforcement 
activity might follow, would not impair the basic soundness of the 
bank itself. 

It is terribly difficult to anticipate any kind of problem that can 
develop in this environment, so that I feel that looking at the past 
and assuming that those protections and those firewalls would nec- 
essarily protect us in terms of the uncertainties of the future, I 
think, represents some 

risk. 

Ms. Williams. Mr. Chairman, if I could add, in that particular 
situation, when the OCC learned about the transfer of lunds, the 
bank was immediately directed to effect repayment, and this £ill 
took place over a matter of hours. So in that situation, there was 
a very speedy resolution of the problem. 

Mr. Bliley. Thank you. 

Mr. Chairman, I see my time is expired. 

Mr. Fields. Thank you, Mr. Chairman. 

The Chair will now recognize the distinguished gentleman from 
Michigan, the ranking member of the full committee, Mr. Dineell. 

Mr. DiNGELL. Thsmk you, Mr. Chairman. I note a situation here 
that, as reported by the Banking Committee, H.R. 1062 would now 

Eermit many securities activities to be carried out directly in the 
ank, and in SIDs, which are separately identifiable departments 
or divisions within the bank. All the bank's capital would therefore 
be available to support the activities conductea both directly in the 
bank and in the dID broker-dealer sections within the bank; is that 
correct? 

Mr. Greenspan. That is correct. 

Mr. DiNGELL. Then, as such, the bank would not be insulated 
from risk. The Federal safety net, including Federal deposit insur- 
ance, would be put at risk if these activities led to significant 
losses; is that not so, Mr. Greenspan? 

Mr. Greenspan. That is the state of affairs today. 

Mr. DiNGELL. And it would be the state of anairs under H.R. 
1062. 

Mr. Greenspan. With one exception, and that is the issue of mu- 
nicipal revenue bonds, which have been added to the list of securi- 
ties which could be traded either within the bank or within the 
SID. 

Mr. DiNGELL. So that creates an interesting ambiguity, but, in 
point of fact, what would happen then is that if the banks ^ot into 
securities in a big way, some, for example, of the kinds of nsky in- 
strumente that were discussed by Mr. Markey. and they got in G- 
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nancial trouble over them, the FDIC might then be compelled to 
bail out the bank; isn't that a fact? 

Mr. Greenspan. Well, that ia precisely the situation we are in 
tod£^, Congressman. It is not an issue of 

Mr. DiNGELL. I am curious, why are we bo — 

Mr. Greenspan, [continuing] H.R. 1062. 

Mr. DiNGELL. I do not quarrel with that. I just do not see how 
we come out any better, and I find myself in the curious position 
of finding that we are continuing a situation which has obvious 
risk. 

Let me ask a different question then. As noted in the testimony, 
Mr. Levitt, in each of the last three administrations, the SEC has 
appeared before this committee and has provided us with argu- 
ments in support of adopting a functionsil approach to the regula- 
tion of finEtnciftl services. Tnere is a title in H.R. 1062 entitled. 
Functional Regulation. My question to you is whether, in this case, 
the book is to be correctly judged by its cover. Does H.R. 1062 set 
forth an intelligent and reasonable scheme for financial regulation, 
or does it fall short of what the Commission has traditionally sup- 
ported? 

Mr. Levtit. Well, I think, clearly, functional r^ulation is some- 
thing that almost everyone who deals with these issues talks 
about. 

Mr. DmGELL. Everybody but the banks wants functional regula- 
tion. 

Mr. Levitt. Well, I think even the banks talk about them. 

Mr. DiNGELL. And the bank regulators. 

Mr. Levitt. Yes, that is probably so. 

I think that some steps in the direction of functional regulation 
have been taken. I think the creation of the SID is kind of a half- 
step in that direction. I do think that the principles of functional 
regulation £0*0 absolutely essential to the continued flourishing of 
our securities industry and the development of the entrepreneurial 
efforts that that industry has brought about. Again, I think that 
this bill falls short of that again because they have substituted for 
a separate entity a SID, which I believe is somewhat redundant 
and confusing. A SID iB not the kind of functional regulation that 
I think is best suited for this. 

Mr. DiNGELL. Now, Ms. Williams, last year, Comptroller Ludwig 
gave a speech in which he criticized the concept of functional regu- 
lation, and he proposed moving towards entity regulation. Now, is 
that a fair statement? 

Ms. WiLLLUdS. Mr. Dingell, I think that there are different 
meanings 

Mr. DiNGELL. Just yes or no. 

Ms. Williams. There are different meanings to what functional 
regulation is in different contexts and 

Mr. DiNGELL. Well, it is fair then to say that your agency does 
not favor functional regulation, if I understand what Mr. Ludwig 
has had to say on the matter. In other words, he favors entity regu- 
lation and not functional regulation. Is that a lair statement? 

Ms. Williams. I think a fsiir statement is that, in some cir- 
cumstances, it may make sense to have an entity regulator appty- 
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ing uniform rules. The way that the MSRB system works today is 
an example of that. 

Mr. DiNGELL. I have been kind of looking forward to seeing Mr. 
Ludwig before the committee. I £im not sure whether you had a 
consultation with him on this particuliu- matter to know whether 
or not you were in agreement, or whether Mr. Ludwig agrees with 
you or whether Mr. Ludwig is for functional regulation or for, as 
he says, entity regulation. 

Ms. Williams. There are examples of a type of functional regula- 
tion where you have uniform rules that appjj^ across the board to 
different types of entities, but you have different regulators that 
apply them. 

Mr. DiNGELL. Yes. So you are saying he doesn't want the same 
regulation, which means he doesn't want functional regulation; he 
wants entities regulated differently. For example, a broker-dealer 
regulated by the SEC, would be regulated one way; your good 
friends in the banking industry would be regulated quite dif- 
ferently by a quite different entity. 

Ms. WILLIAMS. No, I don't think he said that. 

Mr. DiNGELL. You don't think that is so? 

Ms. Williams. I think he raised a question as to whether there 
were different approaches to regulation of different types of activi- 
ties. 

Mr. DiNGELL. I am not quite sure what you said but my time has 
ezmred. I think my interpretation of your comment is correct. 

Thank you, Mr. Chairman. 

Mr. Fields. Thank you, Mr. Dingell. 

The Chair will now reconiize the chairman of the Subcommittee 
on Commerce, Trade and Hazardous Material, the gentleman from 
Ohio, Mr. OxIct. 

Mr. OXLEY. Thank you, Mr. Chairman. 

Chairmfin Greenspan, on page 4 of your testimony, you say, "and 
this is what we are here today to discuss, the need to remove out- 
dated separations between commercial and investment banking 
and thereby make the next logical step in rationalizing our system 
for delivering financial services in a more efficient manner. I might 
note that in this regard, the United States is, as it was with geo- 
graphical restrictions, behind the rest of the industrial world. Vir- 
tumly all of the other G-10 nations now permit banking organiza- 
tions to affiliate with securities firms and with insurance and other 
financial entities." 

My question to you is, do we have a model out there? My friend 
from Massachusetts obviously would eschew using Japan as a 
model, but is there a model out there that could guide ua somehow 
and indicate that somehow there is something out there that actu- 
ally works? 

Mr. Greenspan. Mr. Chairman, there are various different mod- 
els in the rest of the world. There is the universal bank. There is 
a holding company structure. There are variations of that. They all 
function in one way or another depending upon the culture of the 
society in which they have evolved. 

My judgment of the way we ought to evolve is essentially the 
holding company structure, largely because it strikes me as more 
in line with tiie type of corporate structure, the type of laws that 
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we have, and the notions of the relationships amongst various enti- 
ties in the business system that we have. 

I don't think that you can say that, for example, the holding com- 
pany structure is inherently superior, for example, to any of the 
other various different forms of structures. They all will work 
under certain conditions. A universal bank will work under certain 
conditions. 

It is just that we at the Fed believe that the structure that we 
have viewed over the years works for us and we think that that 
type of structure would be superior to the other structures in the 
world for the United States. 

Mr. OXLEY. Thank you. 

Chairman Levitt. 

Mr. Levitt. Without evaluating a particular structure, I would 
say that I dont think the United States takes a back seat to any 
system in the world today in terms of how the market functions or 
how it is regulated. And I can't help but think that an exaimple, 
perhaps an extreme example, of a large enterprise that was funded 
by its parent bank, is Barings. So I don't think that any inter- 
national model should motivate us toward changing the system. 

I am not suggesting that there is only one syst^. I am suggest- 
ing that we can improve upon H.R. 1062 by trying to more clearly 
define in a separate entity those activities that fall within the 
bank's entrance into the securities business. 

Mr. OXLEY. Thank you. 

Ms. Williams, let me ask you an insurance question. As you 
know, the OCC has consistently taken the position that a State 
mfiy not require a nationsil bank to obtain a State license to exer- 
cise any authorized insurance powers. Doesn't that position essen- 
tiid^ repeal McCarran-Ferguson, and if it does not, why doesn't it? 

Mb. Williams. What we nave tried to do is to address the ques- 
tion of State laws that affect the basic powers of national banks to 
engage in activities that they are authorized to eng£ige in under the 
National Bank Act. 

A much more difficult question is how that activity is regulated 
tmder State law. And that is actually a question that goes to the 
heart of the McCarran-Ferguson preservation of State law require- 
ments and touches on an issue that we are currently wrestling 
with. 

We have a proposal that we issued earlier this year that speciii- 
cally sought comment on the question of the extent to which var- 
ious types of State licensing requirements and laws of that type 
would apply to operations of national banks. So I don't think tnat 
the positions that we have taken have amounted to something that 
is inconsistent with McCarran-Ferguson's preservation of the abil- 
ity of States to engage in regulation of insurance Ets opposed to pre- 
vention of an entity from conducting the activity, 

Mr. OxLEY, My time has expired. 

Thank you, Mr. Chairmsin. 

Mr. Fields. The gentlemsin's time has expired. 

The gentleman from Tennessee, Mr, Gordon. 

Mr. Gordon, Ms. Williams, in your testimony, you mentioned 
that there might be some banks that would incur additional regula- 
tions, even though they chose not to have additional securities pow- 



d by Google 



77 

ers. Could you be more specific as to what type of bank that would 
occur to and under what circumstances? 

Ms. Williams. To the extent that bfrnks are engaged in certain 
types of securities brokerage activities today or Becuritization of the 
loans that they make, whether they are securitizing one-to-four- 
family residential mortgage loans or getting into securitization of 
small business loans, there are a variety of types of regulatory re- 
quirements that would affect the ability of banks to conduct those 
activities, to bring nonbanking products to the attention of their 
customers without going through additional steps and setting up 
additional internal procedures. 

And with respect to the activities of banks today in funding their 
operations by engaging in certain types of securitizations of loans 
that they make, they may have to shift those activities into a SID. 
Thev may not even be able to continue doing those activities di- 
rectly in the bank. And the way that the mechanisms in the bill, 
which I think we would all agree are quite complex, seem to work, 
there even seem to be limitations on the ability of banks to use se- 
curities afliliates to affect securitizations of certain types of loan 
assets originated by the bank. 

Mr. Gordon. Wiat recommendations would you have to cur© 
that problem? 

Ms. Williams. The types of activities in which banks tod^ 
would be authorized to engage would be where we would start. We 
don't see where there is any necessary connection between ex- 
panded securities activities in a bank holding company affiliate and 
restrictions on the ability of banks and banks' subsidiaries to en- 
gage in certain types of business. We are concerned about limiting 
and restricting the ability of banks to innovate. We are concerned 
about potential future restrictions on their ability to fund types of 
business loans. So I think we would start by saying that there is 
no need to cut back on what banks would be authorized to do 
under the law in existence today. 

I think the next thing that we would suggest is that in terms of 
how they are regulated and are going about those activities, we 
don't by any means quarrel with the concern that there be investor 

Srotections, that banks operate in a safe and sound manner. The 
CC has been very active and aggressive in trying to provide guid- 
ance to the industry. We were the first to put out guidelines on the 
tj^>es of disclosures that we wanted to see bfinks make in connec- 
tion with various types of uninsured product sales. There is an 
interagency statement that all the bemking agencies pitrticipated 
in. 

So we are not suggesting here that the objective should be any 
diminution in protection of customers, but there is a question of 
how do you go about implementing that sort of regime? What is the 
most efficient way to do it? Are you imposing unnecessaiy regu- 

latoi7 ' ' 

tives? 

Mr. GoREKJN. Mr. Levitt, do you have 

Mr. Levitt. Just one point I would make is that it really isn't 
very expensive to set up a broker-dealer. We have, I guess, about 
8,000 broker-dealers in the United States today, and most broker- 
dealers are very small operations. And I think broker-dealer aifili- 
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ates can work with the banks to get the job done; it is not a cum- 
bersome and expensive process. 

Mr. Gordon. Thank you. No more questions, unless anyone else 
on the panel wants to comment on that aubiect. 

Mb. Helper. I would simply say that looking at these issues. 
Congressman Gordon — and thank you very much for your neigh- 
borly welcome. Looking at these issues from a safety and sound- 
ness perspective and risk to the insurance funds, the FDIC has not 
seen the ongoing activities that banks have engaged in for a num- 
ber of years in the bank to present significant risk to the funds. 
In looking at what structure makes sense going forward, one does 
have to question whether it is necessaiy to add layers of regulation 
onto those activities that banks have quite safely, to date, been 
able to conduct in the banking organization. 

By the same token, brokers have been selling the CDs of banks 
for a number of years. Nobody is advocating that that activity 
needs to be placed into separate subsidiaries of securities firms and 
then separately regulated by the bank regulators. The marketplace 
has essentially outstripped the measure of regulation, and what we 
need to do is to try to bring regulation more up to date with the 
changes that the marketplace has brought. Our view at the FDIC 
is that this legislation makes a very reasonable attempt to do that. 

Mr. Fields. The gentleman's time has expired. 

The gentleman from Iowa, Mr. Ganske. 

Mr. Ganske. One of the concerns I have heard expressed by the 
insurance industry is that banks conducting the business of insur- 
ance would have an unfair advantage related to concerns that the 
meirket could perceive a transference of the Federal safety net to 
affiliates of banks. This is something that you, Mr. Greenspan, 
have mentioned. 

What actions could we take that would minimize that risk, Mr. 
Greenspan? 

Mr. Greenspan. The concern that I have vnth respect to putting 
noneligible activities in the bftnk is that it does, in fact, expand the 
safety net and indeed is working off the implicit subsidy that that 
safety net accords, and in that sense, creates, in my judgment, a 
nonlevel playing field, whatever that may be. 

I think the solution in that regard is, to the extent that you have 
such activities, that they Eire put into a separate aifiliate of the 
holding company and thereby remove to a very substantial extent 
the issue of tiie question of a subsidy moving from the safety net 
to the new activities. 

Mr. Ganske. I can think of some aniilogous situations to my past 
medical practice. I would not wEint a customer or a patient to false- 
ly believe that they would have protections that they wouldn't have 
and would seek to explctin very cleEirly implications or risks. 

Do you think that the legal situation in the banking industry 
would lead to sufficient explanations that, for instance, insurance 
products would not be covered by the FDIC? 

Mr. Greenspan. The banking agencies, the Securities and Ex- 
change Commission, in fact, everyone involved in this issue, has 
been working very assiduously to make certain that where the 
safety net begins and where it ends be made as explicit as possible 
to Uie consumers of financial products. 
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Does it always succeed? The answer ia obviously not. The ques- 
tion is, should we ke^ ttying? The answer is, most certainly. 

Mr. Ganske. Ms. Heifer, maybe you could comment on this issue 
also. In your opinion, do you think that the segregation of the 
banking and the securities activity in a bank or a SID is sufficient 
to protect the FDIC from excess exposure? 

Ms. Hblfer. If I understand the proposed legislation, H.R. 1062, 
the requirements for a SID are essentially for those activities that 
have already been conducted in the bank, with the possible excep- 
tion of certtiin kinds of municipEil bond underwriting. Essentially it 
is an issue of how Congress has already been defining the appro- 
priate powers of banks over the years under the National Bank 
Act. 

I agree completely that we must separate out from the safety net 
those activities that have not been defined as "banking" by the 
Congress over the years. Insurance activities, securities underwrit- 
ing and dealing activities, should be in separate subsidiaries. They 
should be out from under the safety net. We do need to protect the 
deposit insurance funds from activities that Eire not — have not tra- 
ditionally, over the years, been defined as "banking." 

Mr. Ganske. Ms. Williams, do you care to comment on this? 

Ms. Williams. The experience of banks, not just national banks, 
but State banks as well, in selling insurance as agent over the 
years has reflected that that has been done in a way that is respon- 
sible and that has not seemed to have created concerns about cus- 
tomers being confused about whether they were buying an insur- 
ance product or getting an insured deposit. The risk to the safety 
net from having a bank sell an insurance product as agent has 
been one that, based on the experience and the track record, seems 
to be quite manageable. 

Mr. Ganske. Thank you. 

Mr. Fields. The gentleman's time has expired. 

The gentleman from Georgia, Mr. Norwood. 

Mr. Norwood. Thank you, Mr. Chairman. 

Ms. Williams, in looking at Mr. Ludwig's testimony, I am curious 
to know if you think there are any limits to the amount or type 
of securities activity that he would permit within a bank. 

Ms. Williams. Yes, sir, definitely. There are parameters that are 
laid out in the National Bank Act in terms of what banks are al- 
lowed to do. 

Mr. Norwood. You think Mr. Ludwig would agree with those? 

Ms. Williams. That there are parameters in the National Bank 
Act? 

Mr. Norwood. No, agree with the parameters. 

Ms. Williams. I am sure he would agree with the parameters 
that are laid out in the statute. 

What has occurred over the years is that there have been certain 
situations where the OCC has been asked to look at a variation on 
something that is not expressly specified in the statute and to Etn- 
swer the question of whether that is the same type of product that 
ought to be viewed as covered by the generstl description in the 
statute. So there are limits that derive from the National Bank Act 
on the types of securities activities in which national banks directly 
are allowed to engage. 
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Mr. Norwood. I was a little surprised to see in his testimony a 
call for the securitization of commercial loans to take place in 
bEtnks. How different is securitization of commercial loans from the 
underwriting of corporate debt, and should securitization of the 
commercial loans be subject to SEC regulation? 

Ms. Williams. In fact, they are. The securitizations of the one- 
to-four-family residential mortgages, consumer loan receivEtbles, 
and to the extent that there are marketplace developments that 
allow greater ability to securitize commercial loans, involve pooling. 
Usually there are many, many loans that are pooled in a grantor- 
trust arrfingement, and there is an SEC-blessed registration state- 
ment if there is a public offering of those interests in the trust. 

Mr. Norwood. In conclusion — ^the question has sort of been 
asked, but I would like to hear you maybe say it in a different 
way — the statement makes reference to different regulatory bur- 
dens on page 5. Just very simply tell us what you think those are, 
and should we eliminate those regulatory burdens in the new bill? 

Ms. Williams. Different regulatory burdens cited in the Comp- 
troller's written statement? 

Mr. Norwood. Yes, page 5, in his statement, I guess, and he is 
referring to the regulatory burdens in H.R. 1062. 

Ms. Williams. Are you referring to what is at the bottom of the 
page, the new 

Mr. Norwood. Yea. 

Ms, Williams, [continuing] new regulatory burdens? 

If you take a look at the chart that is attached to the written 
statement and assume that you have a particular product or in- 
strument that the bank is trying to figure out, and if you ask can 
the bank directly be involved in creating and then offering the 
product and how it would go about it, I think that the chfirt lays 
out the steps — the new steps, for the most part — that the bfink 
would need to go through. That really sort of capsulizes the 

Mr. Norwood. I take it you feel they should be eliminated. 

Ms. Williams. I think what we are saying here is that it is a 
very complex structure and that there are steps here that are not 
necessary in order to deal with issues of the risk presented by cer- 
tain types of securities activities. Experience has shown, both here 
in the United States £tnd abroad, that there are types of securities 
activities that simply don't present a level of risk to warrant this 
sort of road map here of trying to figure out how much of them can 
be done in the bank, not in the bank, in a bank SID, not in a bank 
SID, do they have to be forced out, what sort of regulatory scheme 
are they subject to. 

Mr. Norwood. So I presume that means Mr. Ludwig would like 
to see them eliminated, or he could do it better. 

Ms. Williams. I think what we would say is that there are un- 
necessary restrictions being placed on aspects of how banks con- 
duct their business. 

Mr. Norwood. Thank you, Mr. Chairman. I see the red light. 

Mr. Fields. The gentleman's time has expired. 

The gentleman from California, Mr. Cox. 

Mr. Cox. Thank you, Mr. Chairman. I am not certain to whom 
to address my question because my question is, don't we have too 
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many difTerent layers of regulation right now for things that, from 
the standpoint of the consumer at least, are essentially the same? 

I note in reading the bill that not only are we going to, after the 
proposed der^ulation, if you wiU, and the proposea revisions to 
Glass-Steagall, still have the Federal Reserve Board, the FDIC, the 
SEC, the Comptroller of the Currency and the CFTC, but now, be- 
cause of an amendment that was added in the Bfuiking Committee, 
we are going to have the Financial Services Advisory Committee, 
which is going to comprise all the foregoing, and I wonder whether 
we are being insufficiently visionary if what we are trying to do is 
ac^just to the new marketplace reality. 

Just to give a couple of quick examples, I used to have a savings 
account in a bank. I now have a mutual fund instead. As a 
consumer, they are the same to me. If I get a loan, an unsecured 
loan, probably I am going to get that from a bank as an individual, 
but it I have a small business, if might be commercial paper. It is 
essentially the same thing. One is a security; one isn't. 

Commercial paper may not be a good example. Bonds, obviously, 
classified as securities. As a consumer, I might have a credit card, 
and who are two of the biggest issuers of credit cards today in the 
lending business? AT&T and Defin Witter. If I have a bank check- 
ing account, I may be an anachronism because I mieht just as well 
have a money market fund these days, same tning from the 
consumer standpoint. 

I pay my bills on line with the financial services firm called 
Check Free, but it has to jump through a lot of hoops in order to 
use a bank somewhere, Bank One, so that eventually we follow all 
the regulations and we are still behaving as a bank. And as a 
consumer, I can — on line if I want — this morning, because I have 
read the newspapers, immediately sell my stock in Time Wfuner; 
I can get on line and do that. But that is a different company and 
because of the regulation, it is a different layer of regulation. 

For lack of imywhere else on the panel to start, I am going to 
ask the Chairman of the Federal Reserve, are we being insuffi- 
ciently visionary from a regulatory standpoint in this legislative 
proposal? 

Mr. Greenspan. Yes, we are. We are being insufficiently vision- 
ary; I agree with that. 

Let me just say this. As a general rule, if we impose excess regu- 
latory requirements on a system which should not be required, we 
increase the costs of creating that service fmd make it less competi- 
tive, and as a consequence, would create incentives for other pro- 
ducers of financial products to come on stream. 

Indeed, in many respects, the advent of checks coming out of 
money market mutual funds is precisely that sort of issue, and one 
of the things that we have not done appropriately, in my judgment, 
is to look at the full panoply of various different forms of regulatory 
l^ers which have been imposed over the years in response to what 
we perceive to be particular problems of an earlier era. But we 
tend not to review or sunset these tjrpes of regulations, fuid as a 
consequence, they tend to build up. They tend to create uncompeti- 
tive costs in the institutions on whom they are imposed, and as a 
consequence, force the product to be produced in another venue and 
probably a less efficient one. 
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periodical^ and strip it out; and there are other bills within the 
House of Representatives which, in my judgment, are at lejist mov- 
ing in that (Urection and appropriately so. 

Mr. Cox. Might I ask any other member of the panel whether or 
not, since you are all regulators, willing, any one of you, to volun- 
teer his or her regulatoiy agency to go on the chopping block in 
this new streamlined regulatory environment? 

The SEC Chairman. 

Mr. Levitt. Let me say, I completely associate myself with 
Chairman Greenspan's view. I think that all too often, our regula- 
tions are suited to a different era, and it becomes so difficult to dis- 
entangle regulations that were put in place for a time when they 
may have been appropriate. 

"Hie SEC, as we talk, is evaluating all of the regulations that we 
feel may, in today's environment, provide impediments to capital 
formation, and we intend to change those regulations or abandon 
certain regulations. But applying that to this bill, I do think that 
there is a risk that, in an effort to create regulatory coherence, we 
could be merely reac^usting the proposal in a way where there are 
new burdens and new problems imposed upon the various indus- 
tries that are operating here. But I think that can be worked with. 

I think, for instance, we have talked bo much about the SID, and 
I have expressed great reservations about it. I had dinner last 
night with a variety of heads of firms in the brokerage industry 
that are greatly concerned about this particular device. The open- 
ended authority of the Federal Reserve Board to put new products 
into the SID concerns them, and I think that is probably something 
that we can work with and change if necessary. I think that is the 
beauty of a hearing such as this, to develop ways to see to it that 
we are not merely creating regulatory overlap. That is one of my 
great concerns about creating a SID as opposed to a separate entity 
which would function as we have functioned in the past in terms 
of functional regulation. 

Mr. Cox. Well, my time has expired. I want to thank Mr. Levitt 
and also Mr, Greenspan. 

I wish that the ranking member of the Telecommunications and 
Finance Subcommittee were here to have heard your answer be- 
cause there has never been a more forthright and direct answer. 
Yes, we are insufficiently visionary, you said, and I appreciate your 
forthrightness. 

Mr. Fields. The gentleman's time has expired. 

The gentleman from Oklahoma, Mr. Cobum. 

Mr. COBUHN. Thank you, Mr. Chairman. Just a short time. 

I can't help but ponder the experience of this country and regu- 
lators over the savings and loan debacle, and I have to think that 
somewhere in the mighty wisdom of Congress, hearings such as 
this were taking place as we deregulated those financial institu- 
tions, and I hear such words as "strongly support" and then I hear 
words "great reservation," and then I heard, especially from Ms. 
Heifer, that we may be safer. There wasn't the word "is going to 
be safer^; it was "may." And this tremendous unknown, and the 
goals of this I agree with. 
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I just wonder if you might comment to reassure me in terms of 
what we are doing, especially with — in terms of the FDIC, where 
you see the FDIC. This is of tremendous concern to i}eople in my 
district, bankers in my district. They are still wanting to know 
when the rates are going back down. 

Ms. Helper. Thank you very much for that comment. 

From the FDIC's perspective, I think we have tried to assess 
H.R 1062 from a safety and soundness perspective, recognizing, as 
Chairman Fields said at the outset, that we are not writing on a 
clean slate, that we have a system of regulation in place. How do 
we then look at the elimination of the Glass-Steagall Act in se- 
quence with the structure that exists now without creating any 
gaps? 

And I think your concern is, could there be gaps created in the 
way in which the legislation is constructed. 

In assessing the legislation, I guess the belief is that this is, in 
fact, a reasonable, balanced approach which recognizes that in fact 
the securities activities that banks have to date conducted — and I 
might add, there is in fact some experience, because outside the 
United States, U.S. banks have been able to conduct securities ac- 
tivities through both subs of a bank and subsidiaries of a holding 
company, as well as the more limited experience in the United 
States — that there is very little evidence that these activities have 
produced additional risk to the deposit insurance funds when there 
were bank failures in the late 1980'8 which did not ultimately re- 
quire the taxpayer to pay any money with respect to the bank fail- 
ures. 

Mr. CoBUBN. Let me just disagree with you, because banks are 
paying more for insurance; therefore, people who are borrowing 
from banks are paying more because those costs have gone up. So 
that is not necessarily correct. 

Ms. Helper. I certainly stand corrected on the way in which one 
may chfiracterize deposit insurance, but with respect to appropria- 
tions, there were no appropriations to recapitalize the Bank Insur- 
ance Fund. 

I think what we found was that institutions found traditional 
ways to lose money with loans that didn't turn out to be sound 
loans, and in fact those did cause losses to the insurance funds. 

But the kinds of activities that a securities firm engages in and 
that banks would be permitted to do under this legislation are a 
range of financial risks that banks are accustomed to dealing with 
in the normal course of their business. So that, on balance, our 
judgment is that this legislation presents a reasoned, safe and 
sound approach, assuming the relevant protections provided for in 
the legislation which restrict dealings between afHliated organiza- 
tions and the insured bank are, in fact, effectively implemented. 

Mr. COBURN. Okay, thank you very much. 

Just one other question. Chairman Levitt, would you specifically 
describe how you would set up a securities department that could 
be regulated by the SEC, that would not fall, as the OCC has said, 
in all this mess of trying to figure out whose obligation this secu- 
rity product is under? How would you set this up within a bank 
if were you going to allow a securities department within a bank? 
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Mr. Levitt. I would create a separate entity which would have 
distinct capital and distinct management characteristics that would 
not be an integral part of the bank. I think that gives a much more 
rational v/ay of surveilling and overseeing the activi^ of that sub- 
sidiary. 

It was part of the original bill that preceded this bill, and I think 
that that kind of formulation would be, from the standpoint of both 
protection of the bank, the safety and soundness of the bank, and 
trom the standpoint of encouraging and nurturing the sort of entre- 
preneurship which I feel is jeopardized by intermingling it with the 
bank because of the different cultures — I think this separation into 
a different entity would be the way I would go. 

Mr. COBURN. Thank you. 

Ms. Williams. 

Ms. Williams. I think that illustrates one of the great difficulties 
that you face in crafting this legislation. Take an example of a 
small or mid-size business that is used to dealing with a bank, a 
loan officer; that is the relationship official for that particular busi- 
ness. Now, at a certain point, if that business is successful and 
grows, maybe it wants to sell some stock, have an ofTering of com- 
mercial paper or something. It would seem that under that sce- 
nario described there would be a point at which the people in the 
bank that know that particular entity's business and that could 
help it go to mEirket are no longer allowed to be involved in the 
process. 

Mr. Levitt. Again, if you want to rationalize regulation rather 
than layer it and make it more expensive, then if you are going to 
create the SID, all securities should be placed into it rather than 
some here, some there, and our not knowing where to go and who 
to go to and how to do it to protect investors. 

Mr. COBURN. Thank you. 

Mr. Fields. The gentleman's time has expired. 

The gentleman from Florida, Mr. Steams. 

Mr. Steabns. Thank you, Mr. Chairman. 

My first question is to Mr. Greenspan. It concerns the UBS you 
talked about earlier when Chairman Oxley had questioned you. 
What does UBS stand for? I assume that is banks in Switzerland. 

Mr. Greenspan. It is the Union Bank of Switzerland. 

Mr. Steasns. Now, that is a very high-rated bank, as I under- 
stand it. Do they sell stocks and securities? 

Mr. Greenspan. Yes. The answer is yes. 

Mr. Stkarns. And isn't it true that Credit Suisse, which is a 
bank I presume in Switzerland, also owns the First Boston Bank 
in the United States? 

Mr. Greenspan. That is correct, through CS First Boston Corp. 

Mr. Stearns. So we have a bank in the United States that is 
owned by a bank which AeaXa in securities. Do you have any trou- 
ble with the arrangement — that firrangement in which a bank is 
owned by a bank out of Switzerland that sells securities? I mean, 
is there adequate protection for the First Boston Bank in the Unit- 
ed States in the event that the bank in Switzerland sells securities 
and has problems? Is there adequate protection for the FDIC? 

Mr. Greenspan. That particular arrangement, to my recollection, 
was grandfathered under the International Banking Act, and we 
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have very explicit guidelines for evaluating that particular process, 
and in my judgment, we have not run into any particular problems 
associated with that. 

Mr. Stearns. And Chairwoman Heifer, would you comment? Do 
you feel comfortable that the FDIC is protected at the First Boston 
Bank? 

Ms. Helper. To my knowledge, that institution does not have an 
insured office, either a branch or a subsidiary in the United States, 
but we can certainly provide more information for the record on 
that. 

Mr. Stearns. Oka^. 

[The information follows:] 

FDIC records show that there is no insured entity named F4rst Boston Bank, nor 
is that entt^ an insured branch of a foreign bank. 

Mr. Stearns. Chairman Levitt, do you think you are going to 
have to hire more employees if this bill passes? 

Mr. Levitt. I think in this environment, it is doubtful that we 
will hire more employees. But on your point, I think we have to ask 
ourselves the pul»ic policy question, Uiat is: whether the kind of 
concentrated business systems that we see abroad would serve our 
country better than the sort of entrepreneurial investment banking 
efforts that have characterized very small investment banking 
firms that have assisted developing companies to become among 
the greatest in American commerce. 

So I think we have to give some thought to whether there is any- 
thing from that 8}rstem abroad that we care to emulate and put 
into our system. 

Mr. Stearns. Mr. Levitt, when you look at the chart it shows the 
permissible security activities for a bank and it shows that you are 
not going to be r^ulating municipal revenue bonds. How do you 
feel about — you will be r^ulating the other securities, but the mu- 
nicipal revenue bonds' eligible securities you will not be regulating. 
What is your opinion on that? 

Mr. Levitt. We have supported having the municipal revenue 
bonds going into the SID. A lot of thought has to be given toward 
this because we have seen evidence in recent years of activities in 
the municiple arena that really require veiy comprehensive over- 
sight. 

Mr. Stearns. Are you saying you strongly recommend that the 
SEC regulate it rather than the bank regulators? 

Mr. Levitt. No, I am not saying that. I think that, given the ex- 
istence already of a municipal securities regulatory scheme, we 
need to coordinate with the oanking regulators to try to derive a 
more rational scheme of regulation and oversight. 

Mr. Stearns. Okay. Chmrwoman Heifer, do you favor changing 
the amount of limits on the FDIC or do you think they should stay 
the same? 

Ms. Helper. The $100,000 insured deposit? 

Mr. Stearns. Because the whole crux of this debate is the people 
that are against the bill feel that the banks are going to have to 
be bailed out by the Federal Government. Obviously, if that was 
changed, there would be less of a risk for the Federal Government. 
So I think — ^have you done any studies as a result of this bill to 
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see whether that should be changed or not? Or do you feel that 
that is not a relevant point? 

Ms. Helfer. We have taken a look at the issue of whether we 
think the bill implicates the insurance funds in a way that we 
would have some concerns about. As I have indicated earlier, we 
believe that the legislation is a reasonable balance that does not 

rose additional risk to the insurance funds with respect to the 
100,000 limit. Obviously, that is a judgment that Congress made; 
and Congress can make a judgment to change that number if it 
chooses. 

I believe the market has essentially discounted for the $100,000 
level, and I also believe that there are people across the country 
who choose to put their savings — I know tiiat Congressman Cox 
has decided to put his savings outside or not in an insured account. 
But there are those people in the country who have chosen to put 
their savings in insured accounts, and it may be that this level is 
a level they are relying on, but that is not a judgment the FDIC 
would make. I think that is, in the end, a judgment for Congress. 

Mr. Steahns. Thank you, Mr. Chairman. 

Mr. Fields. The genueman's time has expired. 

The gentleman from Washington State, Mr. White. 

Mr. White. Thank you, Mr. Chairman. 

Mr. Greenspan, I am troubled that you don't think this bill is 
sufficiently visionary. I am concerned that it may not be suffi- 
ciently visionary myself, and I think it would be a shame to miss 
the opportunity not to make this bill as visionary as it ought to be. 

Even before you answered Mr. Cox's question, I sensed a little 
reluctance in your testimony. You said this was the next logical 
step. And I would be very interested to hear from you what we can 
do to make this bill better. What do you think we could do to — and 
it will probably never be quite as visionary as we might like. What 
could we do to move in that direction? 

Mr. Greenspan. Unfortunately, the whole structure of super- 
vision and regulation as it evolved over the decades has basically 
been a set of compromises coming out of the Congress; and in our 
constitutional system it is probably the best that is reasonably ex- 
pectable. 

Now the one thing that I am concerned about is that you can 
vety readily make the best the enemy of the good, and I could prob- 
ably sit here and give you my personal view as to how I think 
things ought to be structured to improve upon them. My suspicion 
is, were I to do that and were anyone to take me seriously and 
think about it, that we would end up with nothing. And I would 
suggest to you that we have to deal either incrementally or in mod- 
est chunks in order to get not only the full Congress and the ad- 
ministration willing to sign off on a particular piece of legislation 
but, more fundamentally, the American people; and I think we just 
keep moving in a certain direction, and I think we keep improving. 
We probably will never get to where any of us individually would 
like to be, but we are making progress. 

Mr. White. So you are saying that our political system is going 
to keep us from having the iaeal regulatory structure? 

Mr. Greenspan. It is also keeping us from mftking disastrous 
mistakes in the other direction as well. 
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Mr. White. I understand. Well, let me as you this question: For- 
getting the political realities for the time being, would you say that, 
ideally, we should be moving toward a syst^ where there is a 
lesser role for the government and more role for private institu- 
tions to govern themselves or do you think we have the balance 
pretty well struck where it should be? 

Mr. Greenspan. No, as the financial system becomes increas- 
ingly more complex and the ability of governmental institutions to 
keep up with the technology that is employed by various different 
financizil institutions it is becoming ever clearer that, as I indicated 
in previous testimony and on related issues, that to exercize effec- 
tive banking supervision — and I suspect this is probably true of se- 
curities supervision as well — ^that we are more apt to be function- 
ing on making certain that the internal processes of Hnancial insti- 
tutions for risk management are suitable. 

And that if we try to prod the individual institutions towards 
ever more awareness of their internal safety and soundness as well 
as the private institutions, the self-regulatory organizations who 
are the intermediary between government and the individual finan- 
cial institutions, I think it is inevitable that regulation is going to 
be shifted increasingly towards the private sector if the overall 
safety and soundness of our total global financial system is our 
goal. 

Mr. White. Yes, Chairman Levitt? 

Mr. Levitt. I agree with so much of what Chairman Greenspan 
has said, but I do have a vision, really. And I have seen this Con- 
gress in recent months develop out of highly contentious issues the 
kind of dialogue and the kind of resolutions which heretofore would 
have been thought to be impossible. 

And I guess my vision is one of a system where investors have 
confidence in the fairness and openness of the system, where com- 
panies can raise capital whether they are giant companies or tiny 
companies because there are firms small and large that are willing 
to take risks and a society that is willing to have them fail as well 
as succeed find regulators who will — and I say this as a regulator — 
who will try to step away from the fight for turf because that fight 
for turf often results in costs and redundfmcy. 

Instead of tiying to set up a series of mini-SECs within the bank- 
ing system, I think one SEC is sufficient to do the job. 

Mr. White. Thank you very much. 

Mr. Chairman, I see my time has expired. 

Mr. Fields. The gentleman's time has expired. 

The gentleman from Georgia, Mr. Deal. 

Mr. DEAL. Thank you, Mr. Chairman. 

I have enjoyed the intellectual di2iIogue that has been going on, 
but let me reduce it to a more elements? concern that I have. And 
for purposes of my concern and my inquiry I would make the anal- 
ogy that in the early stages of development a tadpole bears a re- 
markable similarity to a whale, differentiated primarily by the size. 

My concern is a concern that has been expressed by people in my 
State as we have seen larger banks come in, buy out, merge with, 
take over smaller banking institutions. And in the process of that 
we have seen State-chartered banks come in, answering the coo- 
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cem of the constituency that bankers no longer want to act like 
bankers. 

My concern is, is this bill heading us in a direction where bank- 
ers no longer want to be bankers but would prefer to be stock- 
brokers and insurance agents? And, in particular, Ms. Heifer, with 
regard to your statement critici2ing the current structure of restric- 
tions in their activities, that they have turned to riskier ventures 
such as construction financing, commercial real estate loans. In 
parts of this country — mine being one of those — ^those are consid- 
ered to be primary functions of bankers. 

Now, we have seen as this progress of absorption has taken place 
in the banking community tnat bankers no longer want to make 
those kinds of loans, and people who are engaged in those activities 
have had to gravitate to small loan companies. You would be sur- 
prised how many pawnshops we have in my State now as a result 
of this no longer wanting to do certain things in the financial pic- 
ture. 

My question is, are we headed further down that road of bankers 
not wanting to be bankers in the traditional sense by expanding 
their areas of operation? And, if so, how do we answer the concerns 
of folks back home that say, you know, tadpoles turn into frogs, 
they don't turn into whales? 

Ms. Helper. I veiy much appreciate your question because I 
think it has been a source of some concern to us at the FDIC that 
the banks' share of credit provided in this country has declined 
over the last 10 to 15 years or more. In many communities across 
the country, as you quite rightly point out, banks are the signifi- 
cant financial intermediaries who provide credit to small busi- 
nesses and to individuals. 

With respect to the testimony and the concerns about construc- 
tion lending and real estate lending, the FDIC's experience in the 
late 1980*8 smd early 1990's was that a significant share of the 
losses to the Bank Insurance Fund were, in fact, from unfortunate 
loans made in those areas that could not ultimately be justified on 
a cash-flow basis or, ultimately, on safety and soundness grounds. 

I had occasion recently to meet with bankers from Georgia and 
to discuss bank lending at the FDIC, and I found it quite instruc- 
tive because I do have the sense that there are bankers who really 
do want to find ways to meet the needs of communities and who 
don't want to get away from traditional banking. 

I talked at some length with a banker from south Georgia on ag- 
ricultural lending activities, and I have a sense that there are real 
business opportunities in these areas for banks, as you point out, 
and that there are bankers that want to meet those needs. 

This legislation provides alternative means for assuring that 
there is — the banks can serve the broad cross-section of needs of 
businesses in their communities and that banks essentially wont 
have to do just one type of activity in the financial area when 
something realW quite similar — ^whidi is called by a different name 
under our regulatory structure — might also be offered by the bank 
to the institution. In those small communities where banks are the 

Erincipal financial intermediaries that is very importeint — that 
anks can offer the full range of service. This is not intended to 
force hanks into areas where they don't feel comfortable and where 
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they don't feel they can put in place the necessary controls to mon- 
itor risks to the institution or the insurance funds. 

Mr. Deal. My concern is not that they are forced into it but that 
they would be enticed into it to the detriment and the neglect of 
the other Eireas. Do you see that as a danger in the direction we 
are moving? 

Mb. Helper. Well, I think that is a very legitimate concern. We 
have certainly seen in the past some areas where new powers, par- 
ticularlv with resj^ct to savings and loans, were offered to them in 
the early 1980's. They took advantage of those new powers without 
necessarily having the range of experience and expertise to make 
certain that those activities could be done without losses. But one 
thing that I am comforted by is that the risks presented by the ac- 
tivities that would be permitted under this legislation are a range 
of financial risks that these institutions have experience in dealing 
with. 

Mr. Deal. Thank you, Mr. Chairman. 

Mr. Fields. Thank you. 

The Chair would like to thank this panel for coming and sharing 
with us this morning. 

The Chair would also like to note that there are members who 
wish to submit statements for the record. That right will be af- 
forded those members. 

[The prepared statements of Hon. Carlos J. Moorhead and Hon. 
Fi«d Upton follow:] 



Thank jrou Mr. Chairman: As w« progress throu^ the process of modernizing and 
refbrming our nation's financial senices sector, I Delieve it is extremdy imp^lant 
that we not overlook the sector of our economy that is the economic lifehlooo of this 
countrjr— our small busineea men and women. Small busineasea employ over 60% of 
the private work force and are responsible for 47% of our GNP. Because they lack 
a uniting voice, the problems that confront small business all too often are ne- 
^ected by our nation's legisUton. With that in mind, I believe it is imperative that 
as we progress, we seriously consider how what we are about to do will sfFect Amer- 
ica's small businesses. 

Access to capital is pertiaps the moet vital issue affecting entrepreneurship, jdn 
creation, and innovation todav. It is becoming mora and more difBcult fbr new ven- 
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companies, and our self-employed business psople to borrow critieaUy 

d capital to flind their ventures. A m^or concern oftnis Congress roust be how 

will financial services reform affect the availability of capital. Let me be specific. 
The federal government would not have a m^jor guaranteed small business lending 

CSrsm if tliera was not an urgent need for one. This is not new news, "rbis issue 
been with ub for over half a century. 
And what about recent history, which has encompassed b great deal of business 
merger in this nation, espedally in the financial sector? Recent Congressional hear- 
ings feattu^ small business witnesses who bad long-term loons and Unee of credit 
called in by their new lenders. This had nothing to do with their financial track 
record, it was simply because the new large commercial lenders were simply not in- 
terested in some of these smaller financial ventures. If Members are interested, I 
would be more than happy to place evidence of this in our record. Compounding this 

Eroblem is a disturbing article which appeared recently in The Wall Street Journal. 
1 that article, a Journal reporter recounts hia inveBbgation of commercial lending 
b^ the nation's 20 largest bank holding companies. Altnough many of these compa- 
mes widely tout their small commercial lending, their own figures provided to the 
government do not support this. In some cases thev even lump credit card issuances, 
mortaage lendins, etc. under the heading of small Dusiness lending. 
I do not intend to go on and on about this issue. Quite frankly, I 
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_d to go on and on atwut this issue. Quite fivnkly, I 

it in two queetions. Is the rafonn we are undertaking going to provide mora cai>ital 
to our entnpraneurship sector? In addition, is the reform we ara about to consider 
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diatinguiBhed Kuesta on HR 1062 today. T waa especialiy mt«reat«d in the written 
comments of Chairman Greenspan, as h« explains very plainly what concerns me 
most about any attempt to alter our current banking law: Competition and tech- 
nology are driving today's financial service marketplace, not government regulation. 

Though I wished the bill would have gone even Airther tA reduce the barriers to 
competition in the financial marke^ilace, I believe that HR 1062 is a good start to 
bringing these services into the 21st century. I am sure that when the Commerce 
Committee finally b^ina consideration of this bill, there will be a number of amend- 
ments oBend to strengthen the maricetplace competition inherent in HR 1062. 

Michigan has provided a model for changing government regulation of the finan- 
cial markettilace to ensure competition. Last year, the banking and insurance indus- 
try met ana agreed to sweeping l^slation wnich would allow state chartered banks 
to sell insurance as an agent, but not to assume underwriting responsibilities. The 
provisions in HR 1062 do allow for Financial Services Holding Companies (FSHC) 
to get in the businesa of underwriting, while stUl assuring adec|uat« safeguards be- 
tween feitoidlv insiued deposite and insurance capital. While these provisions may 
need to be sligfitly modified, it is important that we make every effort to assure that 
states like Michigan, which have responded to the realities of the financial market- 
place, not see th«r work preempted and limited. 

Over the next two days, the Subcommittees on Commerce, Transportation and 
Hazardous Materials, and Telecommunications and Finance will hear from a num- 
ber of witness, not all of them who subscribe to the theory that competition will 
make a better marketplace for all consumers. It is my hope that we will be able 
to see through efforts to place artificial restrictions on one industry or another, and 
that we willmake efforts to assure that the playing field is level for all i>raviders. 

Again, I welcome our witnesses, and look lorwaid to your remarks, I yield back 
the balance of my time. 

Mr. Fields. The Chair would now like to call up Panel 2: Mr, 
Hughes, the Vice President and Chief Counsel 

Mr. DiNGELL. Mr. Chairman, this hzis been a very fine proceed- 
ing up until now, but there are a lot of unanswered questions. I 
would like to have permission to have the record be kept open. 

Mr. Fields. Without objection. 

Mr. DiNGELL. And I would like to submit a list of questions 
which I know our panel members would be delighted to respond to. 

Mr. Fields. Without objection. 

[The questions of Hon. John D. Dingell and responses to same 
follow:] 



Queation: 1. In your testimony, you discuss H.R 1062 in terms of the affiliations 
it would allow between banks and securities firms. Curiously, you nowhere refer to 
the bill's provisions which would sllow banks' directly (in some cases, throu(fb sepa- 
rately identifiable departments or divisions, or "SIDDs'O to engage in securities ac- 
tivities. 

(a) Your vnitten testimomr states that "^e fitrther the separation from the bank, 
the better the insulation. We are concerned that conducting [securities] activities 
without limit in subsidiaries of U.S. bonks does not create sufficient distance bma 
the bank." H.R. 1062, however, would allow banks and bank SIDDs to engage di- 
rectly in a range of securities activitieB (in other words, nothing would separate or 
insulate the bank fnm these activities). 
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While bonka and bank SIDDs would be engaging in activities that are, under cur- 
rent interpretations, generallj deemed to be^unk-eligible,' it seems to me that the 
"risk of transfinence ... of the subaidy implicit in the federal safety ner noted in 
^ur testimony stiD exists with respect to these activitieB. Moreover, some of the ac- 



tivities that would be available for bank SIDDs («jr., underwriting of asaet-backed 
McuritieB) are growing in volume and importance. Hiub, it appears that direct bank 
securitleB activities, conducted throu^ SIDDs, could rapidly expand beyond tod^s 



range. Please describe your views on whether (and if so, why) the ri^ES that anse 
from conducting such activities in SIDDs rather than in separately incorporated en- 
titiee are acceptable and manageable. 

(b) As noted in the SECs testimony (pp. 16-16), SEC net capital requirements 
work in combination with provisions of the Securities Investor Protection Act of 
1970 CSIPA") to maintain Moker-dealer Uquidi^, limit use of customer funds to fi- 
nance the broker-dealer's proprietaiy traiUns in securities, and protect customer 
(Unds and securitiea if a broker-dealer Cails. tAider H.R. 1062, however, bank SIDDs 
that engage in broker-dealer activitiea would not be subject tA SEC net capital re- 
otiiFements; instead, the bank aa a whole would be subject to bank capital standards 
(which currentiy fbcus on credit but not market risk), and SIPA provisions would 
apply to the SIDD, Please explain your understanding of how the SIPA and FDIC 
bankruptcy provisions, with their notentially inconsistent customer and depositor 
protection standards, would be applied in the event of the failure of a baiik that 
operates a SIDD. 

(c) The SEC in its testimony (p. 18) noted that "[blecause SIDDs would not be 
separate entities, with separate capit^, the capital of the bank as a whole would 
be at risk if the Commission brou^t an enforcement action against a SIDD that 
involved significant penalties and/or disgorgement on behalf of investors." Please de- 
scribe how the Federal Reserve, as the appropriate banking regulator for a state 
member bank, would respond to a situation in which it appeared uiat SEC penalties 
or disgorgement assessed against a SIDD would impact the capital of the bank. 

Re^onse: 1(a). As I testified, the Board beheves that reform of the Glass-SteagaU 
Act to permit banks to affiliate with firms engaged in broad securities activities ia 
best done usins the holding company fitunework, rather Uian through subaidiarieB 
of banks. The holding company framewoi^ provides the bank and the federal safety 
net with better insulation &om the risks associated with broad securitiee activitiea 
than any other organiiational structure. More importantly, the holding compai^ 
framework also more effectively limits the transference to the securities affiliate m 
the subsidy implicit in the federal safetv net than would occur if a securities affili- 
ate were permittad to be a subsidiary of a bank. These concons are not significant, 
in our view, in the case of securities activities that banks currently are permitted 
to conduct directly. These bank-eligible aecurities activities have not raised signifi- 
cant safety and soundness concerns, and the market has alread:r adjusted to the 
safety-net subsidy inherent in banks conducting these limited activities. 

Moreover, H.R. 1062 provides additional protections in this area. It does so by re- 
quiring a bank with a securities affiliate to conduct its asset-backed securitization, 
private placement and municipal securities underwriting and dealing activities in 
a separately identifiable department or division ("SIDD"). hereby enhancing the 
ftinctional regulation of ttiese activities. In my view, the narrow range of these ac- 
tivities and uie limited risks they pose make their conduct in a SIDD consistent 
with bank safety and soundness and the public interest. 

1(b). SIPA applies to broker-dealers and therefore would appear to apply to a 
bank with a SIDD, which is required to register as broker-dealer. This raises the 
possibililpr of two separate, and potentially inconsistent, statutory liquidation proce- 
dures being applied to a bank with a SIDD in the event of the bank's failure. One 
approach to this problem would be to exdude banks with SIDDs from SIPA. As the 
activities in whien SIDDs ma^ engage are largely activities currently performed by 
banks, this would leave the rights of bank customers unchanged by Qie establish- 
ment of a SIDD. 

1(c). The concern you cite — that action against a bank for violation of the federal 
securities laws could affect the bank's capital — is present today and has not caused 
an^ significant safety and soundness issue. Banks that engage in bank-eligible secu- 
rities activities are subject to the anti-fraud provisions of the federal securities laws 
and, in the case of municipal securities underwriting activities, to the rules of the 
SEC and the Mtinicipal Securities Rulemaking Board. I beUeve that the SEC and 
the Federal Reserve will work together, as they have in the past, to coordinate their 
actions to assure that a bank tuea steps to maintain its capital while addressing 
SEC actions. If SEC penalties should be trf' sufficient size to substantially affect the 
capitalisation of the bank, then the appropriate Federal banking agency would take 
appropriate action, pursuant to the prompt corrective action provisions of the Fed- 
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r other authority, to ensure that the bank is recapital- 

V section 10(d) of the Bank Holding Company 

« to curb the activitiea of a aMuritiea firm in 

the event that an affiliated bank becomes undercapitalized or is determined to be 
poorly managed. This requirement would apply even if the broker-dealer were well- 
manaBed ana well-capitaliied. Please explain how such a requirement would pro- 
mote the safety and soundness of an afiSliated bank or a finanda] services holding 
company as a whole. 

Response: 2. H.R. 1062 provides that a bank may affiliate with a securltieB Brm 
only if the bank maintains a high level of capital. In our view, a high level of bank 
capital is the most important safKuard against the risks to the hank and the fed- 
eral safe^ net associated with affiliation by a bank with a securities firm. 

The provisions of H.R. 1062 that you outline promote safety and soundness by 
limiting the ability of a financial services holding company to continue to engsse 
in securities activities in the event that the holding company does not maintain hi^ 
levels of capital in its banks. These provisions are intended to provide a strong in- 
centive for a financial services holding company that operates a securities affiUate 
to maintain in its banks the required ni^ levels of capital. A holding company that 
cannot meet this obligation may divest its banks and continue its securitieB aetivi- 
ties without change. 

Question: 3. Please describe any areas in which ^ou believe "^unbrella' oversight 
of holding companies could be fiuther streamlined m order to reduce the r^ulatoiy 
burden on holmng compai^ subsidiariea and affiliates. 

Response: 3. As draned, the bill already contains substantial streamlining of hold- 
iri^ company oversi^t. Most notably, invesbnent bank holding companies and aecu- 
ritiee companies that control only a small bank (both in absolute size and relative 
to the holding company's overall size) will not be subiject ta capital regulation en" ap- 
plication requirements at the holding company level, and ezaminationB will be dr- 
cumscribed. The Board believes that this oinunution in federal oversi^t of compa- 
nies that control banks in these circumstances is appropriate in the context of ef- 
forts to provide a two-way street and to ensure that securities firms have an oppor- 
tunity to affiliate with banks. 

As Danks controlled by a company grow in size, the potential for systemic risk and 
impact on the federal safety net increases, and along with it the need for umbrella 
supervision at the holding company level. We believe that H.R. 1062 strikes the 
right balance between preventing unnecessary and burdensome federal oversight 
and protecting the banking and financial system. 

Quettion: 4. One of the altemativee for broker-dealers under Title I, Subtitle B 
of H.R. 1062 ia to become an investment bank holding company and acquire a 
wholesale bank, which does not accept insured deposita. Why is it necessary for the 
Federal Reserve Board to be an umbrella supervisor of these investment buik hold- 
" disnotat " 



ing companies, ifthe deposit insurance fiind is not at risk? 

Response: 4. As you note, wholesale financial institutions described in H.R. 1062 
woula not be allowed to accept insured deposits, and thus would not pose a direct 
risk to the deposit insurance fund. However, deposit insurance is only one of the 



three components of the federal safely net that necessitates some federal super- 
vision to protect the public interest. As a member bank, a wholesale financial insti- 
tution would have access to the payments system and the Federal Reserve's dis- 
count window. In view of these benefits and the potential associated risks, we be- 
lieve, the limited supervision of eon^anies that control wholesale financial institu- 
tions provided for in H.R. 1062 is vital to ensure the safety and soundness <f the 
banking and financial system in the United States. 

Question: 5. Section 20, which would be repealed bv H.R. 1062, currently prohibits 
any bank that is a member of the Federal Reserve System from affiUatinfc with any 
company that is "engaged principally in the issue, flotation, underwriting, pubhc 
sale or distribution" of securities. Section 20, and more speofically the terms and 
conditions imposed by the Board on the establishment and operation of so-called sec- 
tion 20 affiliates by bank holding companies, creates incentives for banks to move 
all their securities activities into affiliates. This bill, however, takea a new approach 
by creating incentives to conduct certain securities activiUee directly in the bank, 
what assurances can you give us that this will not lessen the investor protections 
(e.;., for state and local governments), in connection with their purchases and sales 
of government securities. 

Response: 5. We do not believe that the bill lessens investor protectionB in connec- 
tion with the purchase and sale of government securities. Under current law, munic- 
ipal securities underwriting activities — whether conducted within a municipal secu- 
rities dealer or In a bank— are subject to the same rules governing investor protec- 
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tion established by the SEC and the Municipal SecuritieB Rulemaking Board. These 
rules would contiiiue to eovem the municipal securities underwriting activities of 
all banks under H.R. 1062. 

Federal government securitiea activities of banks, including sales practices, are 
overseen by the bank regulatory agencies. Under the Government Securities Act 
Amendments of 1993, the bank supervisory agencies have the authority, similar to 
the NASD'b author!^ over non-bank government securities dealers, to promulgate 
sales practices rules for bank sales of government securities. StaSs at the bank su- 
pervisory agencies are currently exploring the need for such rules in consultation 
with the staff of the SBC. 



Question: 1. In your testimony, you refer to the outline for GlasB-St«agall reform 
that was proposed ^ the Treasury Department last March; you note that "[tlhe 
Comptroller's OfGcc fully subscribes tA the principles the Secretary set forth." 

^e Treasury outline called for, among olher things, 'limitiing] banks' current ex- 
emption from SEC broker-dealer regulation." It did not, however, specify how the 
bank exclusions should be "limited." Please describe (specifically, ana with support- 
ing reasons) what limitations you believe should be imposed on lianks' current ex- 
emption from SEC broker-dealer regulation." 

Response: Generallv, the consideration of broad-based Glaas-Steaifatl Act reform 
has been coupled with related consideration of amending the securities law exemp- 
tions for banks. The appropriateness of limiting or eliminatiiu bank exemptions in 
this area dwends on uie nature and breadth of the Gloss-Steagall reform being 
made. The Treasury approach to functional reeulation in the context of the Glass- 
Steagall reform proposal it outlined in March 1995 recommended three specific 
changes: 1) limit banks' broker-dealer registration exemption; 2) eliminate banks' in- 
vestment adviser registration exemption; and 3) facilitate appropriate delegation by 
the functional regulator to the lead regulator for the entity, in the interest of sim- 

" "f and economy. The Glass-Steagall refoim approach endorsed by the House 






iankins Committee differs in several respects from the Treasury approach. Due to 
the evolving nature of the reform under consideration, the OCC has not developed 
detailed proposals for specific limitations on the securities law exemptions for 
banks. Our concern is to ensure that Glass-Steagall reform and the accompanying 
consideration of securities law amendments are consistent with the policies of regu- 
latory effectiveness, fairness and efficiency. 

Question.' 2. In the preface to your discussion of the impact of H.R. 1062 (ap- 
pended to your testimony), you state that "it Is assumed" that banks would publicly 
adverti^ uieir brokerage services or would receive incentive compensation for such 
services. As a result, the bank exceptions from the definitions of "liroker" and "deal- 
er," as provided in H.R 1062, would not apply. Please explain your reasons fbr 
adopting this assumption. Specifically, please describe how man;^ banks currentiy 
advertise their brokerage services or receive incentive compensation fbr such serv- 

Response: The assumptions you have referred to in your question were made as 
a preface to the series of hypothetical situations we provided for the Committee as 
illustrations of various applications of H.R. 1062. These assumptions were baaed on 
our general experience in supervising national banks that are involved in providing 
brokerage services. "Diat experience indicates that many banks advertise Uiese bro- 
kerage, services and receive some type of incentive compensation fbr brokerage serv- 
ices. Our systems are not designed to retrieve information on the exact number of 
banks that meet all of the criteria included in the assumption, however. 

The Interagency Statement on Sales of Nondeposit Investment Products, and the 
OCC's implementing examination procedures, also recognize that banks are involved 
in advertising brolwrage services and in receiving incentive compensation for the 
service. The Interagency Statement requires specific disclosures in advertising bank 
related brokerage services to avoid customer confiision with FDIC insured products. 
In fact, last year the OCC reviewed more than 8600 documents, including many ad- 
vertising and promotional documents, voluntarily submitted bv more than 700 na- 
tional banks for review of compUance under the Interagency statement. The Inter- 
agency Statement also directiy addresses incentive compensation, noting that "in- 
centive compensation programs must not be structured in such a way as to result 
in unsuitable recommendations or sales being made to customers." 

Question: 3. The SEC in its testimony (p. 18) noted that "[b)ecause SIDDs would 
not be separate entities, with separate capital, the capital of the bank as a whole 
would be at risk if the Commission brought an enforcement action against a SIDD 
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that involved significant peiulties and/or disgorgement on behalf of investors." 
PleaM describe now the OCG, as the appropriate oanking regulator for a national 
bank, would respond to a situation in which it appeared that SEC penalties or 
disgorgeinent assessed aninst a SIDD would impact the capital of the bank. 

Sesponse: Although unlikely, it is conceivable that a SEC enforcement order, aris- 
ing from actions in a SIDD, could impact a national bank's capitid. In such a case, 
investors would clearly benefit finm the protection of the bank's capital. Moreover, 
there are adequate statubny and regulatory mechanisms to ensure that the bank's 
depositors and the FDIC insurance fund would not be banned by the penalty or 
order. First, the bank should be adequately capitali2ed in light of uie risk ennosure 
from the activity. Because there is a considerable record of en>erience with SEC en- 
forcement actions aeainst banks on non-«iempted areas of the securities laws, the 
possible addition of broker-dealer enforcement would not appear to require any im- 
mediate revision to OCC bank capital regulations, but current capital rules permit 
the OCC to impose higher minimum capital ratios on hanks that face sunifieant ex- 
posure to risks arising from non-tradibonal activities. See 12 C.F.R, §3yi0, 69 Fed. 
Reg. 64663. How muen capital we might require in any particular case depends on 
the activities, the profile of the bank, and the bank's ability to monitor and control 
the risks arising from that activi^. Second, if a bank incurred a penal^ lowering 
its capital to an unacceptable levw, we would require the bank to take immediau 
steps to replenish its capital to acceptable levels or dse face prompt and rigorous 
remedial response pursuant to the nompt Corrective Action system established by 
Congress as part of the Federal Deposit Insurance Coiporation Improvement Act of 
1991. In extreme cases, this response could include placing the bank in 
conservatorship . 

QuestujTt: 4. In her oral statement, Ms. Williams, OCC chief counsel, described as 
'i'unctional regulation" a system under which an entity's lead r^^ulattn* administers 
all the laws applicable to that entity— e.;., banking laws, secujitiee laws, etc. But 
what Ms. Wilhams described is in fact "enti^ r^ulation, similar to the system that 
currently applies with respect to bank securities reporting requirements under Secu- 
rities Ezchanse Act section 12(i). 

This tvpe oT r^ulation was rqected over ten years ago by the Bush Task Group 
on Segulation. The Task Group noted that "entity reguJation" involves duplication 
of efibrt among the various regulatory agencies and ofiien results in differential reg- 
ulation "when different types of institutions compete across industry Unes." * Please 
explain whether (and if so, why) you disagree with the Bush Task Group's conclu- 
sion that functional regulation, and not entity regulation, would best promote gov- 
ernmental efficiency and equally of regulatory treatment. 

Response: Tho concept it functional regulation can encompass several different 
approaches and the t^m may be used by different observers to mean different 
things. One fbrm allocates to one regulatory bedy responsibili^ for establishing 

rules and then delegates to the prim — " .■lsi.... r... !.....__ 

compliance. This approach has been a , „ ^ , 

ment securities brotera and dealers under the Securities Exchange Act of 1934. An- 
other form of fimctional regulation would allocate responsibility for establishing 
rules for a particular activity, as well as supervising compliance by any entities en- 

Bged in those activities, to a single regulator. Under this approach, several regu- 
;ors would supervise different, althou^ potentially related, activities by an insti- 
tution. In contrast, an "entity" approach to regulation, would allocate to a single reg- 



ulator responsibility for establishing and administering the rules for all activities 
engaged in by a sJnf^e institution. We also note that functional regulation is not 
simp^ a question of securities regulation of banks' activities, but must also encom- 



pass comparable '1>anking|' regulation for the functionally comparable banking a 
tivities conducted by securities firms. 

The OCC has strong reservations about any regulatory approach that would pre- 
clude bank regulators from overseeiiig permissible bank activities or that would oth- 
erwise interfere with the bank repilators' ability to supervise all activities of bank- 
ing institutions for compliance with sisfety and soundness standards. 'Therefore, to 
the «(teat the 1984 Bush Task Group Report CReporfO embraced an approach to 
fimctional regulation that would exclude the primary bank regulator from perform- 
ing these important regulatory functions, we would dist^p'ee with the Report's con- 
clusions. We would note, however, that one of the imphdt premises of me Report 
was that banking and securities activities could be separatea fairly easily. Over the 
decade since the issuance of the Report, evolution in the banking and securities in- 
dustries has blurred the lines that may have once more clearly separated banking 
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and BecuritieB products and marketa. As a result, distdnguishing bankinK and other 
BctivitieB has become increasingly difScult and a difiennt approach to functional 
regulation may be more appropriate tod^r. We believe that enective supervision of 
btmldn^ institutiona requires that the primary bank relator have the abili^ to 
supervise all aspects of a bank's operations. Accordingly, we would support a form 
of functional re^;ulation that eatafalishea comparable rules for competitors, but 
muits to the primary regulator of an entity the responsibility for administering 
those rules. 

Question.- 6. The Supreme Court's recent VAUC decision ^ would seem to confirm 
that the powers available to national banks under the "incidental to bankine" clause 
do not include Ihose powers expressly prohibited in the statute. Please explain how 
the VAUC decision impacts ^our analysis of national bank powers to engage in ac- 
tivities such as the underwntina of asset-backed securities (since underwriting is a 
power expressly denied national banks by 12 U.S.C, 24(7)). 

Response: It has been the longstanding position of the OCC that a national bank 
is engaging in a p^Tnissible sale of its loan assets when the bank pools its loans 
and s^Is interests in this pool. In this regard, Ihe OCC concluded that the Glass- 
Stoagall Act was not intended to preclude banks from conducting this activity, in 
other words, that "securitization" of a bank's loans was a banking activity — not un- 
derwriting" prohibited by the Ghus-Steagall Act. The United States Ckiurt of Ap- 
peals uphela this OCC conclusion in Securities Induatry Aasociation v, Robert L. 
Clarke. B85 F.2d 1034 (2d Cir. 198)), oert. denied, 493 U.S. 1070 (1990). The VAUC 
decision does not undermine this conclusion. The decision recognizes that an activity 
or product may have different labels for purposes of different statutes and reaffirms 
that courts should give great weight to reasonable constructions of a statute by the 
aeency charged wiui enforoement of that statute. Thus, if anything, the VAUC deci- 
sion supports the OCC's position that when a bank pools its loans and sells interests 
in the pool, the bank is not engaged in "underwriting" prohibited by the Glass- 
Steagall Act. 

Mr. DiNGELL. And I hope the Chair would keep it open long 
enough because I have quite a few questions. 

Mr. Fields. The Chair would be glad to do that for the distin- 
guished member from Michigan. 

PiBaia the Chair wants to thank the panel. 

Mr. Hughes, Vice President and Chief Counsel, American Council 
of Life Insurers; and Mr. Joseph Bracewell, Chairman and CEO, 
Century National Bank. 

Mr. OxLEY [presiding]. The committee will come back to order. 

We now recognize our two witnesses who have been already in- 
troduced by Chairman Fields. 

Our first witness is Mr. Gary Hughes, Vice President and Chief 
Counsel for the American Council of Life Insurers. Mr. Hughes, 
welcome, and you may begin. 

STATEMENTS OF GARY HUGHES, VICE FRESmENT AND CHIEF 
COUNSEL, AMERICAN COUNCIL OF LIFE INSURERS; AND JO- 
SEPH S. BRACEWELL, CHAIRMAN AND CEO, CENTURY NA- 
TIONAL BANE 

Mr. Hughes. Thank you, Mr. Ozley. The ACLI does appreciate 
the opportunity to appear today to discuss the perspective of life in- 
surance companies on l^slation to restructure the financial serv- 
ices industry. 

As has been the case for some time now, the principal concern 
of the ACLI and its member companies is the disregard, if not the 
total disdain, that the Comptroller of the Currency has shown for 
the rights of the States to continue to define and regulate the busi- 
ness of insurance. In this context, we believe that the Comptroller 
has also usurped the role of Congress by rendering rather tortured 

*NatiotuBanhofN.Car.,NJi. o. VariabU Annmty lAfe Int. Co., 116 S. a. SIO (1996). 
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interpretations of the National Bank Act with the clear intent of 
expanding significantly banks' insurance sales and underwriting 
powers without so much as one word of the statute being changed. 

In addition to declaring that fixed annuities, variable annuities, 
mortgage completion insurance, municipal bond guarantee insur- 
ance and other products are not really insurance but rather the 
business of banldng or incidental to the business of banking, the 
Comptroller most recently issued a notice of proposed rulemaking 
asserting that State licensing laws, including those governing in- 
surance underwriting and sales, are preempted in their applicabil- 
ity to national banks. 

Of course, it is only through licensure that State r^ulators are 
able to provide essential insurance, consumer and solvency protec- 
tions. Inasmuch as these saf^uards have no counterpart in Fed- 
eral banking law, the Comptroller is apparently willing to sacrifice 
virtually all insurance regulatory oversight in ite zeal to broaden 
the insurance authority of national banks. 

We believe this abuse of regulatory discretion by the Comptroller 
must be addressed, and we believe that H.R. 1317 is the appro- 
priate means for doing so. This l^slation, which was introduced 
by committee Chairman Bliley and ranking minority member Din- 
gell, with broad bipartisan cosponsorship, would help the Comptrol- 
ler's efibrts to redefine the business of insurance by administrative 
sleight of hand and would reinforce the long-standing ability of the 
Stetes to regulate anyone engaged in the business of insurance. 

Of course, your consideration of H.R. 1317 can't be separated 
from that of H.R. 1062. Unfortunately, we do find H.R. 1062 decid- 
edly not neutral on the subject of insurance, due in large measure 
to the fact that it does not address the situation with the Comptrol- 
ler of the Currency. 

By permitting banks to EifFUiate with securities firms and not 
constraining the Comptroller's ability to define insurance as bank- 
ing, the bill would authorize bank/securities combinations and at 
the same time enable the bank to engage in an ever-broader array 
of insurance underwriting and sales activities, essentially ei^oying 
all three m^'or types of financial services. Insurers, on the other 
hand, would remain precluded from affiliating with banks. 

It is for this reason that the ACLI feels so strongly that H.R. 
1062 must be amended by the addition of the BlUey-Dingell lan- 
guage. If this amendment is not added either to H.R. 1062 or to 
other legislation moving simultaneously with that bill, the ACLI 
¥dll be forced to oppose H.R. 1062 aggressively. 

There are other aspects of the bill that we believe must be 
amended in order to make it more insurance neutral, and specific 
suggestions for corrective language are attached to our written 
statement. 

Over the past few weeks committee stafT has hosted a number 
of discussions between banks, insurers and agente in an effort to 
see whether there is some common ground for broadening H.R. 
1062 to include iiffiliations between banks and insurers. For a vari- 
ety of reasons, the ACLI must oppose this effort and the draft com- 
promise language which it has produced. 
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First, the ACLI membership is deeply divided over the propriety 
of an insurer-bank affiliation. Consequently, we are simply not in 
a position to embrace legislation that permits them. 

Second, for a number of yeeirs the ACLI has had in place fun- 
damental policy considerations that must be present for us to give 
any serious consideration to legislation dealing with banking and 
insurance powers. The drail compromise IfmguEige which we have 
seen does not comport with these policy mandates. For example, 
our policy would require that life insurers in mutual fonn have the 
same competitive opportunities as their stock counterparts, a cir- 
cumstance that the dreift compromise does not accommodate. 

Third, the draft compromise Incorporates a definition of insur- 
ance that we believe represents a significant retreat from the lan- 
guage in the Bliley-Dingell bill and would leave the door open for 
additioneil mischief by the Comptroller. As you might imi^ne, this 
definition is crucial, m)m our perspective. 

Fourth, the drafl provides for preemption of State insurance stat- 
utes and oversight, a notion that is flatly contrary to the idea of 
States' rights and functional regulation of insurance by the States. 

Fiflh, tne drafl affords the Comptroller the right to challenge in 
Federal court a State's determination of what constitutes insur- 
ance. We believe this is a question that is exclusively a State mat- 
ter and should be resolved through a State's administrative process 
or State courts. 

We find this particularly ironic in light of the fact that it is the 
Comptroller and not the States that has acted improperly and 
given rise to the need for this legislation in the first place. 

Finally, we find it unacceptable that we have been asked to sup- 
port legislation that would dramatically alter the competitive envi- 
ronment in which life insurance companies and agents operate but 
have been prevented from having a draft of this language that we 
could remove from congressional offlces and distribute to our mem- 
bership. 

In sum, there are legitimate differences of opinion within the fi- 
nancial services indus^ on the merits and methods of restructur- 
ing, and we believe there is little benefit in broad solutions imposed 
on all players when no broad consensus for change has yet been 
reached. Such a course simply invites a stalemate on the House 
Floor with Members having to make no-win choices among and be- 
tween migor industries. 

We support the Bliley-Dingell bill as an amendment to H.R. 1062 
because it reflects sound policy, preserves competitive equity be- 
tween banks and insurers, prevents further erosion of State insur- 
ance authority at the h^mds of the Comptroller and is fully consist- 
ent with the principle of States' rights. 

That concludes my remarks, £md I would be glad to answer any 
questions that the subcommittees may have. 

[The prepared statement of Gary Hughes follows:] 



The American Council of Life Insurance (ACLI) is the principal trade Bssaciatton 
for life insurance companies. Its 606 member companies account for over 91% of the 
legal reserve life insurance in force in the United States and approximately 94% of 



d by Google 



the insured pension business. The ACLTb member ccmipanieB also account for over 
90% of the reserves attributable to annuities underwritten in the United States. 

The ACLI appredates the opportunity to present Its views for the record on the 
way in which the financial manetplace is evolviiiK and, more specificallv, on H.R. 
1062 BB reported previously by the Committee on Banking and Financial Services. 
Genera/ Obaervationa 

Our messaee to the Subcommittees is little changed from our statement of May 
22, on H.R. 1317, From our [wrspective, there are uiree key points to be made: 1) 
H.R. 1062 in its current form is not insurance neutral and must be stronghr ooposed 
by the insurance industry, unless modified by the addition of H.R. 1S17, ue Bliley/ 
INngell bill; 2) The purported compromise amendment on bank^nsurer affiliations 
is totally unacceptable to the insurance industry, and its addition would result in 
the insurance inaustiy's fbrcefiil opposition to H.R. 1062 even if modified by the in- 
clusion of H.R. 1317; and 3) The uie insurance industry is not in a position at this 
time to support any other amendment to H.R. 1062 which would permit corporate 
affiliations between banks and insurers. 

In our view, it is necessaiy to add H.R 1317 to H.R. 1062 in tatler to preserve 
the ability of the States to regulate insurance, to protect consumers of insurance 
products, and to maintain competitive balance between the banking and insurance 



intent and the ri^t of the States to regulate the business of insurance. 
OCC Has Usurped Congress' Authority 

Over the past few years, the OCC has used tortured interpretations of the Na- 
tional Bank Act as a means to unilaterally expand the insurance authority of na- 
tional banks. These interpretations have largely been rubber-stamped by a judidal 
system spieUbound by the conc^t of regulatory deference. A few examples of the 
CSCC's activity in this area are instructive: 

1. Interpreted existing statutory authority of small town banks to sell insurance 
in rural areas in a way that permits money center banks with branches in small 
towns to sell insurance nationally. 

2. Concluded that municipal bond sfuarantee insurance could be issued by na- 
tional banks as "standby letters of cretfit." 

3. Concluded that mortgage completion insurance could be issued by national 
banks as "debt cancellation contracta." 

4. Pronounced that annuities are not insurance and can therefore be aold by na- 
tional banks wittiout limitation. 

5. Pronounced that certain annuities can be underwritten by national banks as 
"deposit obligations," thereby forcing the FDIC to extend federal deposit insurance 
coverage to uis form of insurance. 

6. Proposed a regulation permitting national bank "operating subsidiaries" to en- 
gage in broad non-banking activities, presumably including insurance agency and 
underwriting activities in which the bank could not lawfully engage direct^. 

7. Issued a notice of proposed rulemaking that would preempt all state licenaii^ 
laws, including those governing insurance underwriters and agonts, in their applica- 
bility to natioMl banu. 

8. Actively counseled national banks to ignore state insurance licensing laws, even 



e products a_ „, ,— -„ - - 

state insurance consumer and solvency laws and regulations which apply as a result 
of licensure inapnticable to the insurance activities of banks. In fact, uie agency has 
stated publicly uiat "... the OCC has consistently taken the position that a state 
may not require a national bank to obtain a state license to exercise the powers au- 
thorized for national banks . . .' Consumers buying insurance producta mta insur- 
ance agents are protected by comprehensive laws and regulations governing the fol- 

— Agent training, licensing, discipline 

— Cost comparison requirements 

— Right to rescind insurance contracts 
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—Required matching of assets and liabilities 

—Reserve requirements 

—Investment limitations appropriate for the long-term liabilities ii 

—Requirements on policy readability and disclosure, including illustrations of pol- 
icyholder and contract holder benefits 

—Literally hundreds of additional rules and regulations appropriate to the oper- 
adona of the insurance busineas and developed over more than half century by 
regulators with experience and expertise in the field. 
These important conaumer aaleguards have no counterpart in federal banking la^ 
' ..... , . . ., pn>ju(^ - ... 



regulatoi 
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and would not apply to consumers buying similar products from national banks. 
This strongly suggests that the OCC is willing to sacrifice virtually all insurance 
— 'latory oversight in its zeal to broaden insurance authority for banks. 

's assault by the OCC on the ability of the States to define and reeulate the 
ess of insurance ahowa no aigna of abating. Aa noted above, the OCC recently 
proposed regulations to permit potentiellv riskv insurance activities to be conducted 
in operating aubaidiaiies of national banlia ana separately proposed to issue a regu- 
lation expressly preempting state licensing laws, including thoae governing issuers 
and sellers of insurance, in ttieir applicability to national banka. 

The abuse of rsgulatory discretion by the OCC must be addressed, and H.R.1317 
is the appropriate means for doing so. The "Insurance States' and Consumers' 
Righta and Fair Competition Clarification Act of 1995," introduced by Commerce 
Committee Chairman Tom Bliley and Ranking Minority Member John Dingell, 
would halt the OCC's efforts to redefine insurance by administrative slei^t of hand 
and would reinforce the ability of the States to regulate anyone engaged in the busi- 
ness of insurance. 

One point of clarification. The ACLI is not suggesting that previous decisions of 
the CKjC on specific insurance powers for banks should be overturned. We accept 
that banka are now in the busineas of selling certain insurance products. We do not 
accept that banka are entitied to underwrite annuities and life insurance, nor that 
state insurance laws governing the sale of insurance products should be preempted. 



Imp<Kt ofH.R. 1062 

Clearly the Commerce Committee's consideration of H.R 1317 cannot lie aepa- 
rated fiwi the ongoine diacussions and eventual consideration of H.R. 1062, the 
Banking and Pinandal Services Committee's bill to repeal the Glass-Steagoll Act. 

H.R. 1062, as reported, exaceitates the insurance industry's problem with the 
OCC by tiltit^ the competitive landscape atill further in favor of banks. This occurs 
in three principal waya: 

1) By permitting banks to affiliate with secimtiea firms and not constraining the 
OCC's interpretive powers in the insurance field, bank/securities combinations 
would be able to obtain insurance powers and provide all three of the m^'or types 
of financial aervices. Inaurera. on the other hand, would remain prohibited from 
affiliating with banka. 

2) The five year (and periiapa ten year) transition period for the divestiture of 
non -conforming activities t>y bank/aecuritiea enterpriaea affords these institutions an 
unreasonably Ions period Xo exploit combined banking, securities and insurance op- 
erations, to the msadvantage ot competitors who are legally precluded from having 
a aimilar range of capabilities, 

3) The "leeway" provision allowing bank/securities enterprises to invest up to 10% 
of their total consolidated capital and surplus In activities determined by the Fed- 
eral Reserve Board to be "of a financial nature" poses a substantial likeUhood that 
such enterprises could also have a sizable insurance underwriting component. 

The bill also faila to address the deposit insurance policy iasue raiaed by the so- 
called CD-Annuity, a product purporting to qualify not only for tax deferred income 
accumulation but also federal deposit insurance coverage. Surely there is no public 
policy rationale for extending finlerBl government guarantees to a product and a 
market which have functioned perfectly well for decades in the absence of such gov- 
ernment largeaa. 

There may be a varied of ways to address the competitive e((Uality issues associ- 
ated with RR. 1062, but we believe the preferable approach is simply to attach H.R. 
1317 to H.R, 1062, reduce the divestiture provision from 5 to 2 years and require 
that the 10% leeway provision cannot be used to acquire an inaurance underwriter 
unless the depository institutions within the holding company are all "wholesale 
banks." We have attached statutory language to reflect these suggestions. 
Bankers Objections 

Bankers have raised a number of specious objections to the Bliley/Dingell bill 
which need to be addressed: 
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1) Bankers stron^y ot^ect to the States being given the authoritar to define the 
t«rm "inBumnce," purportedly because state inauranm regulators mi^^t try to define 
current bank products as 'insurance." 

We beUeve this objection is groundless for a variety of reaaona. First of all, state 



_ _ _. „ . nl946.have 

that authori^ on an explicit basis. Second, looking back over the two hundred or 
so years that we have had formal regulation of insurance in this country, bankers 
cannot point to a single instance in which state insurance regulators have at- 
temptea to define a hank product as insurance. To the contraty, as detailed above, 
it has been the pderal baidang regulators who have raided the insurance industry's 
turf time and tune aeain by defining insurance products as banking. That is pre- 
cisely the reason, and in fact the only reason, that a state definition of insurance 
is necessary in the contest of this leipslation. 

Moreover, state insurance regulators do not operate in a vacuum; they (unction 
on the same level as state banUng regulators, (m some states the same individual 
handles both ftinctiona). In any even^ a dispute resolution mechanism is present in 
the form of the state attorney general to ensure that neither state regulator imduly 
infiinges on the jurisdiction of uie other. 

2} Bankers have also complained that if the states are pennitted to define insur- 
ance, there may bs 50 different definitions that may make conducting bunness dif- 
ficult for a single institution doing business nationwide. Welcome, urnks, to the 
worid of insurance. While disparate treatment is indeed a possibility, as a practical 
matter, there is generally unlibrmi^ on this issue atnong uie states. Moreovw, reg- 
ulatoty diversity among state insurance departments is an unavcadable consequence 
of the state regulatory system with which insurers deal every day. If bankers desire 
to be in the insurance business, they can scarcely complain about operating under 
the same system that f[ovems traditional insurers and twenta. 

3) Bankers have claimed that state regulators may si£ject them to discriminatory 
or competitively disadvantageous regulations with which other providers of insur- 
ance will not have to comply. As a preliminary observation, we would point out that 
H.E. 1317 does not change the status quo in tnat r^ard. Indeed, one of the bankers' 
favorite responses to the requirement that State r^ulation as contained in H.R. 
1317 be observed is, "we already comply with state insurance laws." We believe the 
phrase "discriminatoty repulation" when used by the banks in this cont^ is code 
to describe their distaste lor any consumer protection provisions which recognize the 
unique nature of the banking fUndion and the neea to avmd consumer confUsion 
over FDlC-insured institutions selling non-deposit products. Ferfaaps this is why 
banks did not take kindly to federal bank regulators issuing the joint interagency 
guidelines on the retail sale of non-deposit products. These guidelines, dl course, 
"discriminate" between insured deposit products and insurance products such as an- 
nuities. 

In fact, there are difierences between banks and insurance agents as sellers of in- 
surance that need to be reQect«d in the regulatory proceas. Clearlv, however, we 
would not countenance regulatory provisions which were determinea to be unfairly 
or arbitrarily discriminatory. 

It should also be pointed out that H.R. 1317 does not give state insurance regu- 
lators any additional regulator authori^ — it just requires that whoever is ei^agied 
in insurance activities must aoide by state law. We feel confident that banks and 
their regulators at the state level are up to the task of preventing unfairiy discrimi- 
natory regulations from being put in place. 

The real worry of banks in connection with H.R. 1317 is simply that the bill will 
do what it is intended to do — put an end to the era of unrestrained expansion of 
their insurance powers at the whim of the OCC, an unelected federal bureaucracy 
that has up to now ignorod Congressional intent with impunity. We understand wh^ 
bai^ are not supportive of this language, but fi'ankly, their arguments lack credi- 
bility. 
Proposed Compromue Amendment 

Committee staff have hosted a number of discussions between banks, insurers and 
agents on the points of contention associated with broadening H.R. 1D62 to encom- 
pass insurer/bank afSliationB. We particularly want to commend the Chairman and 
nis staff for making a sincere and dedicated effort to find common ground between 
all the affected parties that could serve as the basis for a compromise amendment 
on insurance. A lot of energy and thought has been put into this process by eveiyone 
who has been involved in these sessions over the last few weeks. Progress h 
made, and nearly all of the issues have been placed ii "^ "^ '" - 

nificant and, peniaps, fundamental differences remaii 



d by Google 



reach a cotuensus, we could not do so within the tune conab'ainta of the conunittee's 
sequential referral. 

Simply put, the ACLl is not in a position to support any proposal which con- 
templates affiliations within the same corporate structure between oanks and insur- 
ers. Undeniably, there are shan diETerences of opinion within our membership over 
the affiliation issue. However, for some years the ACLl has taken the position that 
there are four critical elements which at a minimum would have to be mconiorated 
in any affiliation proposal in order to receive even initial consideration by life insur- 
ance companies; 1) all insurance activities would have to be conducted by an entity 
or entities separata and distinct from any depository institution. Such insurance af- 
filiates could neither be divisions nor subsidiaries of a depository institution; 2) all 
such insurance affiliates would have to be subject to all the requirements of the ap- 
propriate state insurance resulatoiy authority, including requirements relatinK to 
company Ucensing and agent qualification and licensing; 3) the potential use by any 
J :^ — : — ^^.^ rK- __j>. — i._j- — -joweTS to promoto the sale of ir 



luhject to strineant safe- 
guards designed to protect consumers and preclude unfair competitive advantages 
over insurance entities not affiliated with a depository institution; and 4) any struc- 
ture permitting such affiliations would have to be supplemented by a grant of recip- 
rocal authority that would oermit both stock and mutual insurance companies to en- 
' n the buainesB of banking and other activities in which depository institutions 

, ^fo fc. 

to the committee stafi's legislative language. Ooviously, any proposal to fundamen- 
tally alter the relationships between tae m^jor financial service providers needs to 
be carefiilly scrutinized by the affected parties. 1 am disappointed to say that this 
has not been allowed by staff. Our brief opportunity to examine a draft of this pro- 
posal suggested that it failed to meet our four fundamental objectiveB noted above 
and raiEwd a number of additional problems any of which would prevent us from 
supporting it. Accordinglv, we would suggest that the issue of afmiations between 
banks and insurers be taken up in another context. 

In sum, we do not believe there is a crisis facing the financial services industry 
which C4»npels Congress to impose a particular "broad solution" on the financial 
aervicea industry when no broad consensus haa yet been reached. Such a course sim- 
ply invites a stalemate on the House floor with members having to make "no-win" 
political choices between m^or interest groups. 

We support the Bliley/Dingell bill because it prevents further erosion of state in- 
surance authority at the bonds of the OCC and ts consistent with the notion of func- 
tional regulation which lies at the heart of all of the current restructuring proposals. 
Whether or not afSliations between banks and insurers are ultimately permitted, 
the Bliley/Dingell lan^niage is a necessary addition to H.R. 1062. Without it, we 
must strongly oppose H.R. 1062. 

Mr. OxLEY. Thank you, Mr. Hughes. 

Mr. Joseph S. Bracewell, Chairman and CEO of Century Na- 
tional Bank. Welcome. 

STATEMENT OF JOSEPH S. BRACEWELL 

Mr. Bracewell. Mr. Chairman, Mr. Fields, Mr. Dingell and 
members of the committee, I would like to thank you for this op- 
portunity to testify before you. I filed a formal statement and 
would be happy to answer questions at the conclusion of my re- 
marks. 

My name is Joe Bracewell. I am Chairman of Century National 
Bank in Washington, DC, and Vice Chairman of West University 
Bank in Houston, TexEis. I serve as a member of the board of direc- 
tors of the Independent Bankers Association of America, which is 
the only national trade association exclusively representing the in- 
terests of the Nation's community banks. 

We appreciate this opportunity to testify on the issues of the 
Glass-Steagall Act and Bank Holding Company Act reform propos- 
als. Both of these acts have been cornerstones in maintaining the 
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safety and aoundness of our banking system, prohibiting undue H- 
nanciatl concentration and protecting the integrity of the deposit in- 
surance fund. These legislative foundations help create our remftrk- 
ably diverse financial services industry which, in turn, supports the 
strongest small business structure in the world. 

When you legislate changes, you must be convinced that they are 
for the betterment of America and not just for the betterment of 
Wall Street and for those few hanka that compete globally. 

The purpose of the Glass-Steageill Act was to limit the securities 
activities of banks because of v£irious hftzards connected with the 
mixing of investment and commercial banking. The Bank Holding 
Company Act prohibits the mixing of banking and commerce. These 
restrictions were enacted because Congress felt that otherwise 
there would be consolidation in the industry that would lead to mo- 
nopolization, and huge banking and industrial complexes would be 
created if bfu's were not put into place. 

These issues have not changed over the years. There is still the 
potential for conflicts of interest when banking and nonbanking 
nrms afliliate. Massive industry consolidation will lead to unman- 
ageable systemic risk, and the integrated firms would enjoy an un- 
fair advantage over banks and other commercial firms not associ- 
ated with a bank. 

Breaching the banking and commerce wall also undermines bank 
supervision, a point which was made clear in Federal Reserve 
Chairman Alan Greenspan's testimony before the House Banking 
Committee earlier this year. 

H.R. 1062 would allow the affiliation of commercial banking and 
investment banking under a bank holding company that is regu- 
lated by the Federid Reserve Board. The bill would also amend the 
Bank Holding Company Act to allow bfmk holding companies to 
own companies that are financial in nature except for insursmce 
underwriters. 

The bill contains firewalls between the investment and commer- 
cial banks. However, our view on the question is still open as to 
whether these protections are sufficient. The IBAA is currently 
studying this issue to determine the most probable manner that 
banking and Mfiin Street America will be well served by H.R. 1062. 

We recognize that the financial services industry has changed 
significantly over the last two decades. We also recognize that lai^ge 
banking companies compete in different markets from community 
banks and therefore may need to exercise powers that they do not 
now possess in order to compete in those mfirkets. However, grant- 
ing large banks powers cannot be at the expense of community 
banks and the communities and small business customers that 
they serve so well. 

With respect to three of the issues this committee may be consid- 
ering during its 30 day review of H.R. 1062, the IBAA opposes the 
common ownership of banks and insurance underwriting compa- 
nies. 

IBAA also opposes any rollback of existing bank retail insurance 
powers. 

Third, IBAA opposes the regulatory loopholes which have allowed 
the walls between banking and commerce to be eroded, specifically 
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the nonbank bank loophole and the unitary thrift holding company 
loophole. 

We understand that this committee may consider a proposal to 
allow the affiliation of insurance underwriters and commercial 
banks. Breaching the banking and commerce wfdl in this manner 
will allow for the possibility of systemic risk that could prove fatal. 

Insurance underwriting brings with it some very lar^ risks, in- 
cluding the fact that insurance companies are direct investors in 
and developers of reed estate and thev invest in many other types 
of activities, including derivatives, and yet the insurance companies 
£ire not federally regulated. This committee should be most careful 
indeed in allowing affiliations between such entities and federally 
insured banks. 

Two provisions of the National Bank Act permit national banks 
to engage in retail insurance and annuities activities. We under- 
st£ind that this committee is also considering a proposal to limit 
these powers. Retail insurance powers do not contain any safety 
and soundness threat to insured banks. There are also no 
consumer protection issues involved. 

Bank-employed and affiliated salespeople are licensed by the 
State with the same license that independent agents have. The sole 
reason for limiting bank sales of insurance products is to restrict 
competition in the insurance sales area. This is anti-competitive, 
anti-free market and anti-consumer special interest legislation 
masquerading under a States' rights banner. IBAA strongly op- 
poses any rollback of existing retail bank insurance powers, 

Mr. OxLEY. Would you summ£uize, Mr. Bracewell? 

Mr. Bracewell. In conclusion, the Glass-Steagall Act and the 
Bank Holding Company Act have provided signiticant protections 
for our banking system and to competitive equality in this country. 

I wish to thank the committee for the opportunity to present 
these remarks on behalf of the IBAA 

[The prepared statement of Joseph S. Bracewell follows:] 

Prepared Statement of Joseph S. Bracewell, Chairman and CEO, Century 
National Bank, on Behalf of the Independent Bankers Association of 
America 

Mr. Chairman, I am Joseph S, Bracewell. Chainiian and CEO of Century Na- 
tional Bank in Washington, B.C. Century is $90 million, locally-owned and operated 
community bank, and we are members of the Independent Bankers Association of 
America (IBAA). I am proud to serve on IBAA's Board of Directors, and I also serve 
on IBAA'b Bank Operations Committee, The IBAA is the only national trade asso- 
ciation that exclusively represents the interests of the nation's community banks. 

We appreciate the opportunity to testi^ before this joint subcommittee hearing 
of the House Commerce Committee on H.R. 1062, the Financial Services Competa- 
tiveness Act of 1996. This legislation amends the Glass-Steagall Act and the Bank 
Holding Company Act, both of which have .been cornerstones in maintaining the 
safely and soundiness of our banking system, prohibiting undue finandal concenbv- 
tion, and protecting the integrity of the deposit insurance fund. 

AMERICA'S DIVERSE FINANCIAL SYSTEM 

The GlasB-Steagall and Bank Holding Company Acts are legislative foundations 
that helped create our remarkably diverse finandal services industry, which in turn 
supports the strongest small business structure in the world. We hear too much that 
we should change our existing system to mirror the Japanese, British or German 
system. I do not understand this type of inferiori^ complex thinking. We have the 
strongest, the best, the meet resilient financial system in the world. When you legis- 
late cnat^^ you must be convinced that they are for the betterment of all of Amer- 
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ica, and not juat for th« betterment of Wall Street and for those few banks that com- 
pete globally. 1 also not« that Germany currently is critically reviewing its financial 
structure, particularly the role of universal banks in this structure. 

There are several important banking issues that this Conoiess will face this year, 
indudinK derivatives activitiea, the capitalization of the SAIF and the payment of 
the FICO bonds, and the reform of the Federal Home Loan Bank System. 

These items would be receiving a higher priori^ than the repeal or reform of the 
GlaBS-Stea$:all Act, which is an ueue without any popular constituencv and which 
is beine driven by a relative handftil of large finanaal plners. I would like to think 
that a benevolent God was passing all of us a message when the venerable Barings 
Bank failed a few days betore Secretary Rubin unveiled the Treasury proposal for 
repealing Glass-Steagall. If 1 were one of the large finaitdal playoa 1 also would 
be advocating repeal of Glass-Steagall — repeal would increase my market share and 
power. 

Our main caution with regard to Glass-Steagall Act reform would be — do it ri^t 
and know what you are doing. Otherwise, future Congresses will have to deal with 
the mess that you created. And as you know, we are still digging out from the abys- 
mal public pohcy decisions that led to the S & L debacle andcoet the American tax- 
payer more than Sl50 billion. 

GENERAL BACKGROUND 

The Glass-Steagall Act was enacted as part of the Banking Act of 1933. It was 
part of the protections that were put into place to prevent a recurrence of the sys- 
temic collapse of the banking system which led n<eaident Roosevelt to declare a 
bank holiday in 1933. The Supreme Court, in the case of ICI va Camp., held that 
the purpose of Glass-Steagall was to limit the securitiea activities of banks because 
of the following potential hazards: 

1. The association of a bank and securities &rm could impair public confidence in 
the bank if the latter performed poorly. 

2. The bank might be tempted to make unsound loans to its securities affiliate 
or to companies whose securities it was underwriting. 

3. Bank customer goodwill could suffer if any customer suffered losses after in- 
vesting in securities <»fered by the bank. 

4. Tne bank may make unsound loans in order to facilitate the sale of securities 
in which the bank or its afRiiate dealt 

5. The affiliate could dump poor issues into the bank's trust department 

6. The bank's promotional interest in the securities would be in direct conflict 
with ita obligation to render impartial advice. 

With the Glass-Steagall Act protections, safety and soundness issues still come to 
the forefront. The potential for large and unexpected losses in an investment hank 
is a fact of life today. The Barings Bank is a good example. Barings was the oldest 
investment bank in Great Britain, over 200 years old. It was also said to be one 
of the most conservatively run investment banks in the country. Yet, over the course 
of only one month a single trader in its Singapore ofSce was able to rack up losses 
that would appear to exceed Barings' capital oy $1 billion. And the potential con- 
fliet-of-intereat problems noted by the Supreme Court on the Camp decision are still 
valid today. 

The Bank Holding Company Act prohibits the mixing of banking and commerce. 
The restrictions were first established in the Bank Holding Company Act of 1956, 
and they were amended and expanded in the 1966 and 1970 amendments to the 
Act, The restrictions were enacted because Congress felt that otherwise there would 
be consolidation in the industry that would lead to monopolization, and huge baok- 
ingand industrial complexes would be created if bars were not put into place. 

These isauea have not changed over the years. There is still the potential for con- 
flicts of interest when banking and non-barjcing firms affiliate. Maintaining the wall 
between banking and commerce is critical to the free enterprise system. Our system 
relies on banks to allocate credit to its most productive uses. Separating banking 
and commerce insures that credit is allocated impartially and without conflicta of 
interest. Breaching that wall raises the risk that credit decisions will be based on 
the business strategies of the bank's corporate parent and not on economic merit. 

If banks were allowed to af&liate with commercial and industrial firms, they 
would enjoy an unfair advantage over other banks and over commercial firms not 
associated with a bank. Cross selling of services is ven important in companies 



multiple arms. Banks, subject to the Bank Holding Company Act, can oi^y e 
sage in activities closely related to banking. By contrast, if mversified firms ownei 
Banks, they would be free to combine banking with a wide variety of financial o 



d by Google 



Breaching the banking and commerce wall alao underminea bank superviaion bv 
threatening the safe^ imd soimdneM of our financial system. There i> no cracticd 
way to aeparate a bank from ita affiliatea. either operationally oi 



Financial Services Committee on February 28, 1995. He warned against placing too 
much faith on firewalls, because "under stress, they tend to melt. ' This testimony 
was similar to teatunony by then Federal Reserve Board Chairman Paul Volcker 
throughout the 1980s. For example, he testified before the Senate Banking Commit- 
tee that l^ntiblems in one part of the system will inevitably be transmitted to other 
parta." {S. Rep. 100-19, itWtb Cong. 1st Ses., March 19, 1987. pg. 9) (emphasis 
added). 

Firewalls meant to protect the Insured bank from the risks associated vnth securi- 
ties, conunerciei and mduatrial affiliates will not work in an emergency. As history 
shows, in the case of a conflagration, fu^walls will bum very quickly. One only has 
to look back a few years to Continental lUinois and ita First Options afSliate. Al- 



ia to prop it up. Although the loan was ijuick^ upstreamed to the holding com- 
pany, and tne bank suffered no loaa that time, what occurred shows how useless 
firewalls are. 

PROVISIONS OF aR. 1D62 

On May 9, under the able leadership of Chairman Leach, the House Banking and 
Financial Services Committee approved H.E. 1062, This moves the fmancial services 
industry one step closer to economic and financial concentration. But compared to 
other proposals that had been advanced by the Administration, Congressman Baker, 
and ouiers, the bill reported out by the Banking committee is relatively modest. 

H.R. 1062 would allow the common ownership of healthy, well capitalized banka 
and securities firms under a Financial Services Holding Companv supervised by the 
Federal Reserve Board. Banks could engage in investinent banldng activities only 
thrcHi^ a holding company afiiliate, and substantial firewalls separate banking ac- 
tivitiea fiivm securities activities. Any securities firm acquired by a bank must divest 
itself of ownership in any nonfinancial company within five years (ten years under 
certain conditions). 

In addition, the bill creates a new category of bank holding companies called an 
Investment Bank Holding Company, also supervised b^ the Federal Reserve Board, 
that will be allowed to engage m a wider range of activities not covered by deposit 
insurance. Uninsured wholesale banks that cannot accept deposits in amounta lesa 
than S100,000 may be organized under an IBHC, 

The bill requirea that the lead depositoiv institution and depositoiy institutions 
controlling at least 80% of the assets in a financial services holding company seek- 
ing to acquire a securities company must have received a satisfactory or better CRA 
rating in its last exam. It also changes the "closely related to banking^ test to a "fi- 
nanaal in nature or incidental to such financial activities" test for purposes of au- 
thorizing non-banking activities for Financial Services Holding Companies, 

NON-BANK BANK GROWTH CAP AND UNITARY THRIFT HOLDING COMPANY LOOPHOLE 

H.R. 1062 also contains several items that IBAA finds highly objectionable. The 
bill lifts the 7% annual growth cap on well -capitalized non-oank banks, subject to 
certain t»nditions and approval by the Federal Reserve Board. Former FDIC Chair- 
man William Seidman testified before the Senate Banking Committee that the non- 
tiank bank loophole, which breadies the wall between banking and commerce, "is 
highly inequitable and detrimental. Allowed to ^row, nonbank banks can weaken 
the real bulks by competing in an unfair contest in the market place," (S. Rep. 100- 
19, lOOth Cong 1st Ses., March 19, 1987, pg. 9) (emphasis added). 

The bill, as reported out of the Banking and Financial Services Committee, also 
retains the unitwy thrift holding company loophole that allows commercial firms to 
own unitai; thrifts, and allows them to convert to a Financial Services Holding 
Company under an expedited procedure. Earlier versions of this legislation would 
have closed the loophole. This loophole breaches the sepsration of banking and com- 
merce. Under current law. unitary thrift holding companies are not prohibited from 
afBliating with commercial firms. This has allowed thrifts to affiliate with industrial 
and other types of companies in violation of prudent safety and soundness prin- 
ciples. We believe the potential systemic risks permitted by this loophole should be 
a concern to lawmakers. The risKs of merging banking and commerce are just as 
applicable to the thrift indtutry as they are to the banking industry. Repealing the 
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exemption would level the plajins field and put all insured financial institutioQa in 

Earity. IBAA can find no reason for the perpetuation of this loophole, which should 
B dosed entirely rather than made mamtuillv wider. 

We strongly support a provision in tKe bill that allows well-capitalized national 
banks to underwnte and deal in all t^pes of municipal securitua. However, an 
amendment by Sep, Richard Baker (R-LA) eliminatea language in the bill that 
would have protected local banks bv limiting bids to underwrite an issuer's bond to 
underwriters within 100 miles. Under the Baker amendment, any bank in the coun- 
try may bid to underwrite a munidpal bond issuance anywh»e in the country, mak- 
ing it more difficult for small local banks to compete. The IBAA would stronglv sup- 
port an amendment that would restore language restricting bids to give local com- 
munity bankers a better opportunity to compete in this potentially lucrative market 

COMMON OWNERSHIP OP BANKS AND INSURANCE UNDERWRITING COMPANIES 

IBAA is opposed to allowing the common ownership of banks and insurance un- 
derwriting companies. Such affiliations breach the wall between banking and com- 
merce. Insurance underwriting brings with it some very large risks. Insurance com- 
panies engage in financial services that are the same or similar to those offered by 
commercial and investment banks, along with the underwridnf; of insurance. They 
also are direct investors in and developera of real estate. Yet insurance companies 
are not Federally regulated. This Committee should be very careful about allowing 
affiliations between an insured bank and a company that is not only exempt feom 
Federal regulation but can also engage in a wide range of financial services and in 
real estate activitiee that have proved fatal to many Federally insured institutions. 
This Committee should be most careful indeed in putting haphazardly regulated fi- 
nancial entities together in a common structure, particulariy m light of the cow 

Chairman Greenspan has raised about the efficat^ of fireiralls. 

Allowing the conmion ownership of banks and insurance companies also r 
competitive issues. Our financial system relies on banks to allocate credit ir — 

partial manner to creditworthy entities. The separation of banking and co 

helps to insure that the credit-making dedsion is not tainted due to a conflict of 
interest. To tear down the walls raises the risk that credit decisions will be made 
on the basis of strategic decisions regarding the business of the holding company 
and ita affiliates, and not on the creditworthiness of the borrower or the economic 
merit behind the request for the credit. There is also a poseibiliW that credit will 
be more readily available to affiliates of the bsnk than to non-affiliates. A business 
mth a guaranteed line of credit has a substantial advantage over one that does not 
If this advantage is caused bv an affiliation, rather than merit, it is unfair and un- 
dermines the basic tenets of ue free market system. 

One of the reasons given for allowing banks to be affiliated with other Gnancial 
companies is that cross-marketing and joint-marketing of products and services is 
more efficient. More efficient it may be, out it raises the likely prospect of customer 
confusion over whether a product is or is not FDIC insured. 

It also gives large inte^ted companies an unfair competitive advantage over 
indei>endent banks. In an integrated company, a customer would be able to receive 
banking, insurance, and securities products all at one rime. Although tying of the 
products is prohibited, the ability to market them as a package will exist. Banks 
that are not affiliated with insurance and securities companies would have great 
trouble competing with such companies. And the simple fact is that smalt banks do 
not have the resources to purchase such companies, and they are too small to be 
desirable acquisitions by insurance or securities firms. Thus they are eSectively fro- 
zen out of the market, 

MAINTAINING EXISTING NATIONAL BANK RETAIL INSURANCE POWERS 

Two provisions of the National Bank Act permit national banks to engage in in- 
surance and annuities activities. Section 92 authorizes national banks to act as 
agents for the sale of insurance fmia any office located in a town with less than 
5,000 people. Under this authority, banks can sell life insurance, property-casualty, 
credit-life, and other forms of insurance products, to anv customer, regardless of 
where the customer is located. Currently unsettled is whether or not State laws that 

Erohibit affiliations between banks and insurance operations applv to national 
anks. Thera are conflicting court decisions on this issue that may ae decided by 
the Supreme Court. 

The second provision of the National Bank Act dealing with insurance and annu- 
ities activities is the incidental powers clause. The Act provides that a national bank 
may exercise "... all such incidental powers as shall be necessary to canr on the 
business of banking." OCC has ruled that this clause permits national banks to sell 
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annuitiea, underwrite and Bell credit life insurance, and enter into other ii 
marketing airan^ments with insurance agents. Banks cannot sell general life in- 
surance under this authority, however. In uie VALIC case, the U.S. Supreme Court 
upheld the authority of bar^ to sell annuities under the incidental powers clause. 

Bank holding companies, with a few exceptions, are generally prohihited from en- 
gaging in insurance activities under the Bank Holding Company Act of 1966. 

Retail insurance powers do not contain any saiety and soundness threat to in- 
sured banks. There also is no consumer protection issue involved. Bank-employed 
and afGliate sales people are licensed by uie state with the same license that inde- 
pendent agents must have. Banks currently are required by law to disclose that an- 
nuities products are not insured by the FDIC. 

The sole reason for limiting banks sales of insurance products is to restrict com- 
petition in the insurance rales area. This is anti-competitive, anti-free mariiet, and 
anticonsumer special interest le^tslation. 

IBAA opposes any roll-back ofexisting bank retail insurance powers. 

BLILEY-DINGELL BILL 

The Insurance States' and Constimen' Rights Clarification and Fair Competition 
Act of 1995 — introduced by House Commerce Committee Chairman Tom Bllley (R- 
VA) and Ranking Minority Member John Dingell (D-MI) — provides that state laws 
governing insurance will prevail in all aspects of the insurance business. This 
means that states could prohibit the sale of insurance from banks in towns of under 
5,000, they could de6ne what an insurance product is, and they could re-define an- 
nuities as insurance products. All these actions would have the effect of roOine-back 
easting bank insurance powers. Contrary to claims by the insurance industjy, 
banks engaged in insurance sales are licensed and regulated by the states in whiui 
they operate. Nonetheless, the Bliley- Dingell bill would give 50 state insurance com- 
misBioneiB unprecedented power over the insurance activities of banks, IBAA op- 
poses attaching the provisions of the Bliley-Dingell bill to H.R. 1062. 

CONCLUSION 

The Glass-Steagall Act and the Bank Holding Company Act have provided signifi- 
cant protections to oiu" banking system and preserved competitive equality in this 
counby. This has given the United States an economic and financial systCTi which 
is the envy of the world. Efforts to make major changes in the sjistem should be 
undertaken only afler great deliberation. Additionally, changes should be made on 
an incremental basis. No one can predict with certainty what the outcome of the 
proposed changes will be. If we take too great a leap, we could find that we have 
fallen down the precipice. Change can destroy as weU as build. We are still wit- 
nesses to the ongoing destruction of the savings and loan industry — a process that 
was hastened by public policy derisions. 

In summary, Mr. Chairman, IBAA opposes any amendment that would allow the 
common ownership of banks and insurance underwriting companies, or roll-back ex- 
isting bank retail insurance powers, IBAA also opposes attaching the Bliley- Dingell 
bill to H,R, 1062 in the Commerce Committee or on the House mjor. Common own- 
ership of banks, secunties firms and insurance companies could lead to the forma- 
tion of huge economic and financial cartels. For example, it would allow the forma- 
tion of a comoany composed of NationsBank, Goldman-Sachs end Metropolitan Life, 
ft also woulo bring commercial firm ownership of banks into play, which IBAA 
strenuously opposes. 

I wish to thank this Committee for the opportunity to present the views of com- 
munity bankers on these important issues. 

Mr. OXLEY. Thank you. 

The Chiiir would recognize himself for a line of questioning. 

Mr, Hughes, you stated in your written testimony that "^he life 
insurance industry is not in a position at this time to support finy 
amendment to H.R. 1062 which would permit corporate affiliations 
between banks and insurers other than H.R. 1317." And yet you 
also argue that H.R. 1062 tilts the competitive landscape in favor 
of banks because banks right now are gaining insurance powers 
through court and OCC rulings, while insurers are not allowed to 
afHIiate with banks. Wouldn't such afEiliations as per your argu- 
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ment help even the competitive balance and increase efficiencies 
and synergies for many insurance companies? 

'Mr. Hughes. Mr. Chairman, I think there are two ways of going 
about, from our perspective, addressing H.R. 1062. Oine is, you 
broaden it and encompass insurance in the afliliations. The other 
is you make it as insurance neutral as you can get it. As we have 
inaicated, our membership cannot agree on the propriety of affili- 
ations. Therefore, our approach has been to make the bill as much 
insurance neutral as we can ^t it. The notion to dump the 
sjmergies and so on of broad aililiations appeal to us. 

I would have to say that for a broad segment of our membership 
the answer to that question is no. Over the years I don't think you 
have seen insurance companies clamoring to gain a commercieil 
banking capability, and for a large segment of our membership that 
does remain the case. 

Mr. OXLEY. Well, as you know, the legislation itself is silent. H.R. 
1062 is silent on insurance. I don't think the term insurance, the 
word insurfince, is used at al\ in the legislation. And yet you are 
telling the committee that somehow this is not neutral on insur- 
ance? 

Mr. Hughes. I think what we are suggesting is silence does not 
necessarily equate with neutrality. 

The point we are trying to make is this: The bill would move 
things further by permitting banks and securities firms, the two 
legs of the three financial services, to combine. Insurance would not 
be a part of that. 

By the same token, by not addressing the situation with the 
Comptroller of the Currency, where the Comptroller is affording 
banks insurance powers, they are just calling it banking, a bank/ 
securities combination would be able to, over time, develop more 
and more insurance powers, so that the hank/securities organiza- 
tion would also be able to do insurance. 

In other words, a bank could do insurance, securities, and bank- 
ing; and an insurance company could do insurance and securities, 
but not banking. And, in our view, that is not a neutral approach 
to legislation; and our view is that silence isn't what does the trick. 
There has to be some affirmative step taken to stop, to neutralize 
the activities of the Comptroller of the Currency in this area or the 
landscape is going to continue to tilt even further. 

Mr. OxLBY. You were present for the testimony of the previous 
panel, I think, and most of them indicated that with the changes 
that have taken place in technology and changes taking place in 
global markets that the whole financi2d services industry is under- 
going a tremendous change. 

Does the insurance industry fear that they will be lefl on the side 
of the road as the rest of the industry and the banks and the secu- 
rities people provide modem-day services and the insurance indus- 
try would remain simply a nonplayer? 

Mr. Hughes. I think there is certainly insurers within our asso- 
ciation that would take that view. There are other views that the 
financial institutions, the insurance companies and the banks that 
have minded their knitting eu^ the ones that have done quite well 
over the years. So there also is a perspective of do what you know 
and do it well and don't try and be all things to all people. 
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There are some very strongly held views within our business as 
to why bank insurance affiliations and legislation to permit them 
don't make any sense, and we have heard I think in this morning's 
pEtnel some of those views touched upon. 

There £u-e a number of life insurance companies that feel that the 
issue of credit quality — and with an increasingly sophisticated pub- 
lic that is looking for credit quality there is concern within our 
business that it is impossible through subsidiaries, afltliates, SIDs, 
whatever you want to use to sepEirate the perception that a bank 
and its insurance underwriting affiliate somehow enjoys Federal 
protection and is a safer institution. 

Companies, at least insurance companies that have spoken with 
us, say we don't know how you can legislate that misperception 
away. You c£m put all the structures you want in place and you can 
have firewalls and you can have restrictions on affiliate trans- 
actions, but the bottom line is if a AAA credit life insurance com- 
pany is defiling with a BAA bank that has an insurance underwrit- 
ing affiliate, the marketplace may perceive them as equal competi- 
tors. 

Mr. OXLBY. Let me just ask one last question on annuities. 

Do you think banks should be allowed to sell but not underwrite 
annuities? 

Mr. Hughes. I think the courts and the regulators have taken 
us beyond that point. The ACLI is not advocating rolling the clock 
back and taking away any insurance powers that the regulators 
and the courts have already bestowed upon banks. What we are 
saying is that much and no more. Let's have legislation that, in es- 
sence, takes a snapshot of where we are today, gives banks powers 
that they have, does provide that the States functionally regulate 
them through the insurance departments but create ^e oppor- 
tunity for no more mischief. 

Mr. OxLEY. So your testimony is that in a dynamic financial 
services industry, the insurance industry would essentially like to 
be frozen in time? 

Mr. Hughes. Agstin, you have companies that have v£uying per- 
spectives on that issue, and you have to distinguish within some 
companies' minds between insurance sales and insurance under- 
writing. 

I don't think there is any question that insurance companies 
have entered into broader and broader retail sales arrangements 
with commercial banks. I think that reflects the economic reality 
of what is going on. Quite another thing, though, to press those 
companies into saying that the corporate afiiliations are the trend 
of the 1990's. 

This has been debated for 20 years and more, and I think there 
are people that remain convinceid that it is basically not a sound 
idea. They don't necesseu-ily, I think, agree that that doesn't indi- 
cate that our business isn't dynamic. 

Mr. OxLEY. My time has more than expired. 

The gentleman from Michigan, the ranking member of the full 
committee. 

Mr. DiNGELL. Mr. Chairman, thank you. 

Gentlemen, welcome to the committee. Thank you for being here. 
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Mr. Bracewell, isn't H.R. 1317 consistent with the prevailing 
view in Washington these days? That is, that the States £ire often 
in a better position to identify and serve the needs of their citizens 
thiin is the Federiil Government? 

Mr. BiUCEWELL. The IBAA views itself as a procompetitive orga- 
nization, if you will; and in the world of bank regulation that has 
led us, of course, to support strongly the dual banking system. 
State and Federfd regulation. 

In the insurance area, our view is that the enabling of the insur- 
ance regulators within the States to regulate the securities powers 
of national banks is really an anticompetitive approach. And while 
it does shift power to the States, it essentially takes away powers 
from businesses that are out in the world helping the economy 
grow. 

Mr. DiNGELL. Now, the States have been the traditional regu- 
lators of rates and services provided by a lot of companies which 
importantly affect interstate commerce but are really regional in 
chfiracter — regionsil telephone companies, rates and services for 
utilities such as electrical services, gas, water. And, traditionally, 
States have fulfilled this role in the insurance industry. Why 
should we move away from this traditional role when doing so 
would be dramatically inconsistent with the purge that Congress 
has promised the public? 

Mr. Bkacewell. Mr. Chairman, the last panel had some dia- 
logue about whether the bill was visionary enough, and what I 
didn't hear anybody saying is that moving backwards was some- 
thing that ought to be considered. And what we have currently is 
a system where national banks in the retail sales of insurance can 
compete, and they are — in that activity, they are regulated by the 
State regulators. So we zire really t2dking about a corporate powers 
issue and more players in the economic £u-ena. 

Mr. DiNGELL. Let's talk about that because that leads me to an 
interesting line. 

I am just a poor Polish lawyer, and I walk in and see my friendly 
banker. I say, I would like to get a mortgage. He says, Mr. Dingell, 
you are just the kind of fellow we are loolung for. He says, you fill 
out these forms, and we will issue you the mortgage. And while you 
are here, we will arrange to give you a whole bunch of our special 
services. We will take over your brokerage, we will take over your 
insurance, we will take over your other financial activities, and we 
will serve as your investment advisor. And I am going to say, you 
know, that is a wonderful idea because I know it is going to get 
me this mortgage. 

Isn't this going to give us just a wee bit of — how should we say — 
coercion if we ilow the bzmks to have all this broad authority? 
They get somebody in fat, dumb and happy, wants a loan, and all 
of a sudden he finds that his best chance of getting that loan is by 
giving his bank his securities business, his insurance business and 
a number of other financial activities into which banks will be mov- 
ing if they get this? How am I, just a poor Polish lawyer, going to 
be protected agftinst that? 

Mr. Bracewell. Well, clearly, the 

Mr. DiNGELL. My friendly banker puts his arm around me and 
says, you just go down to the end of the hall and see our experts 
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on these matters, and we will give you the best of service, and you 
will get your loan. 

Mr. Bracewell. Well, clearly, the landscape in the financial 
services industry has changed a lot in all respects, not just in the 
banking world, and the situation you describe is certainly more the 
wave of the future than of the past. The use of the term coercion, 
I think, brings in 

Mr. DiNGELL. A wonderful opportunity for coercion, though, isn't 
it? 

Mr. Bracewell. Well, to say it is an opportunity for coercion I 
think is twisting a situation and making it look bad when, in fact, 
it is happening all over the world, not only in banks, but you could 
do the same thing in Merrill Lynch, for example. 

Mr. DiNGELL. And poor Mr. Hughes, his folks all of a sudden 
don't have any insurance business. It has all gone to the banks. 

Mr. Bracewell. Well, the banks are not in the insurance under- 
writing business, and I believe that is the business that his con- 
stituents are in. 

Mr. DiNGELL. Do you have a comment, Mr. Hughes? 

Mr. Hughes. I think we have seen that the Comptroller would 
be delighted to get bainks into the insurance underwriting business. 

I suppose the only thing I would add is that a Ufe insurance com- 
pany shouldn't be perceived as just an underwriter. The company 
not only manufactures its products but it has mechanisms to sell 
them, and there are often employees of the company that are 
agents. So a life insurance company does both manufacture and 
distribute its product. 

Mr. DiNGELL. Just one quick question. I notice my time is over. 

Gentlemen, should the Congress consider revisiting any of the in- 
terpretations and regulations of the Office of the Comptroller of the 
Currency that appear to ignore Congress' intent as a part of our 
consideration of legislation to comprehensively overhaul the regu- 
latory structures governing the financial services industry; and, if 
so, gentlemen, which ones? 

Mr. Bracewell. I will go first and say that it is our view that 
the regulatory environment should move forward and not back- 
ward. 

Mr. DiNGELL. Mr. Hughes? 

Mr. Hughes. Yes, I am not sure where the Comptroller is mov- 
ing the regulatory environment, and there are probably a fairly 
long list of Comptroller determinations, rulings, what have you, 
that we would be delighted to see Congress address, ranging from 
operating subsidiaries to preempting State law to allowing national 
banks to issue forms of annuities. 

Mr. DiNGELL. Would you submit that for the record, if you 
please, and also you, too, please, Mr. Bracewell? 

Mr. Chairman, I thank you. 

Mr. OXLEV. The gentleman from California, Mr, Cox, 

Mr. Cox. Thank you, Mr. Chairman. 

I would like to give our witnesses both a chance to respond to 
one of the statements in Mr. Bracewell's testimony which I think 
is provocative. He says, The sole reason for limiting bank sales of 
insurance products is to restrict competition." 
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I wonder if I might start with the insurance perspective on that 
statement. 

Mr. Hughes. I guess I am not sure what Mr. Bracewell was re- 
ferring to. I think any regulator of any business has the authority, 
under appropriate circumstances, to constrain activity. We have 
seen with the joint interagency guidelines that, apparently, the 
Federal bank regulators in the context of retail sales of investment 
products have felt it necessary to issue regulations that would con- 
strain activity. 

The States happen to be the regulators of insurance, and if there 
are circumstances that they feel are appropriate to constrain bank 
activity in the insurance business that would seem just as appro- 
priate as the Comptroller constraining the activities of national 
hanks. 

Mr. Cox. And would you expressly reject the notion that it is 
anticompetitive? 

Mr. Hughes. As a blanket matter, yes. I think you would have 
to go through bit by bit bv bit and look at what exactly it is that 
you are talking about ana make some judgment as to the effects 
of that regulation on competition. 

Mr. Cox. Mr. Bracewell, I wonder if I can ask, since it is your 
statement, so I trust you agree with it, I wonder if I can ask you, 
more generally, is any restriction of this type a restriction on banks 
from selling something, a restriction on insurance companies from 
engaging in banking, a restriction on securities firms from doing ei- 
ther innately anticompetitive? 

Mr. Bracewell. Well, I would draw the distinction between re- 
stricting the enterprise from engaging in the activity and regulat- 
ing the manner in which it is conducted. I think we are talking in 
that p£irticular issue about restricting the ability of businesses that 
are already in that business from continuing in that business. They 
are regulated and licensed. 

On the broader issue, I think it is a balance between safety and 
soundness and concentration of economic power on the one hand 
and the ability to offer a broad array of products and services on 
the other. So I would agree that there is some tension there, but 
where there are no safety and soundness and concentration con- 
cerns to arbitrarily limit the ability of a bank to engage in a par- 
ticular line of business seems anticompetitive, yes. 

Mr. Cox. Mr. Hughes, insurance products can be veiy com- 
plicated. As a matter of fact, health insurance products can be very 
complicated. I remember when we were debating the administra- 
tion's proposal for national health insurance an exchange between 
the First Lady and an insurance agent in which the insurance 
agent asked the First Lady if we were going to have a nationalized 
system of insurance what would become of all the independent in- 
surance sigents. And I believe she responded something to the ef- 
fect: You are a clever person. I am sure you will find another job. 

Is there a similEir concern among independent agents who sell 
life insurance that the function that they perform in the system, 
which is to interact directly with customers and describe a variety 
of different kinds of very complicated financial instruments in 
terms that they can understand, that that function will be done 
away with? 
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Mr. Hughes. Frankly, I think that is a question that would best 
be posed to the independent agents on the panel on Thursday. We 
represent life insurance companies and life insurance 

Mr. Cox. I want to ask you because I think I know how the 
agents will respond. But I want to ask you because agents play cur- 
rently a rather significant role in the distribution system. 

Mr. Hughes. Well, from the perspective of our membership, I 
think there is a very strong view from companies that utilize Held 
force agents that they are instrumental in selling the products and 
that the role of the agent to those companies is extraordinarily im- 
portant. And I think the companies that use them, employ them, 
feel that they do provide value added and that it is an essential 
part of the system for distributing life insurance products. 

Mr. Cox. Does the bill reported from the Banking Committee af- 
fect that arrangement? 

Mr. Hughes. Well, it does in the sense that, going back to Chair- 
man Oxle^s question on silence versus neutrality, if you are leav- 
ing an avenue open for the Comptroller of the Currency to increas- 
ingly say that insurance products are really the business of bank- 
ing and that, therefore, banks can conduct them directly and with- 
out any oversight at the State level on a regulatory basis very dif- 
ferent than the basis that traditional agents are subject to, then I 
think, yes, it has very dramatic competitive implications. 

Mr. OXLEY. The gentleman's time nas expired. 

Mr. Cox. Thank the chairman. 

Mr. OxLEY, The gentleman from Iowa, Dr. Ganske. 

Mr. Ganske. This question is for Mr. Hughes. Mr. Hughes, my 
impression is that the insurance industry is basically unhappy •mta 
the current situation because the OCC is loosening up the regula- 
tions for the banking industries. Is that correct? 

Mr. Hughes. (Affirmative nod.) 

Mr. Ganske. And, Mr. Bracewell, my understanding is that the 
banking industry is basically unhappy with the current situation 
because it has been losing market snare of financial services. Is 
that an overstatement? 

Mr. Bracewell. I think that is a fair statement for the industry 
generally, yes. 

Mr. Ganske. Okay. Mr. Hughes, your statement says that you 
support H.R. 1317, but if we adopted H.R. 1317, am I correct in 
reading that you still would not support H.R. 1062? 

Mr. Hughes. Correct. 

Mr. Ganske. Mr. Bracewell, if we adopted H.R. 1317, what would 
the banking industiVs position be on H.R. 1062? 

Mr. Bracewell. We would oppose H.R. 1062. 

Mr. Ganske. So we have a situation where both m^or players 
are opposing the bill. Are we in a situation where the status quo 
is better than what a reasonable compromise might be? Mr. 
Hughes? 

Mr. Hughes. I think we would generally favor a reasonable com- 
promise. 

With the inability of our membership to reach agreement on the 
broad question of affiliations, it is very difficult for us to ever come 
out in support of a bill that provides either limited affiliations be- 
tween banks and securities firms or broadened affiliations between 
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banks, securities firms and insurance firms. And it is for that rea- 
son that if the Bliley-Dingell language is added and if certain other 
changes are made we would withdraw our objections to the bill, but 
we still don't feel that we are in a position, given the split within 
our membership, to support such l^slation. 

Mr. Ganske. I understand the split, and I think there is probably 
some split in the banking industry on this issue, too. If I am cor- 
rect, that is why this is such a difCicult problem. I want to thank 
you, gentlemen. 

Mr. OxLEY. The gentleman's time has expired. 

TTie gentleman from Florida, Mr. Steams. 

Mr. Stearns. Thank you, Mr. Chairman. 

I think my colleague, Mr. Ganske, has sort of touched on the 
problem. All of us are sort of conceraed about the split of two good 
hiends here, and we are trying to come up with some compromise 
language. 

Let me ask Mr. Bracewell, if the banks are already complying on 
a voluntary basis with all State insurance laws and regulations, 
why are you concerned about a clarification of State insurance au- 
thority? 

Mr. Bracewell. I think it is the concern that that authority 
would be used to take away the corporate powers that national 
banks have to engage in the business itself 

Mr. Stearns. Do you see any language in the Bliley bill that 
could be changed that you could accept? In other words, do you 
think there is a point where you could accept the Bliley bill if cer- 
tain language was changed; and, if so, what would that language 
be? 

Mr. Bracewell. I believe on the specific language I prefer to 
submit a written response. 

Mr. Stearns. Terrific. Terrific. 

Let me ask Mr. Hughes, on the main bill, could you suggest in 
writing or could you say here at the hearing any language you 
would recommend that would provide acceptance by the insurance 
industry with the exception of the Bliley bill language in total? 

Mr. Hughes. We have attached to our statement language that 
provides Etmendments in several respects. One would be to so-called 
basket provisions or leeway provisions that would permit a bank/ 
securities organization to still own an insurance underwriter. The 
other has to do with some very liberal divestiture provisions. And, 
again, in both instances we have amendatory language attached to 
our statement. 

Mr. Stearns. Mr. Hughes, is there any like future product that 
you can mention today that is coming down that the insurance in- 
dustry would be selling that is not — ^that has got you real con- 
cerned that perhaps would have to be defined in a bill? Is there 
any language that you would think we would need to protect this 
future product? I am trying to think in terms of future language 
that would allowyou flexibility. 

Mr. Hughes. There is nothing that comes to mind. 

I think what we have tried to do is we have approached our sug- 
gestions for how to handle this is to say whether you are talking 
about the business of banking or the business of insurance, it is 
more than just looking at black letter law. You can't just look at 



d by Google 



115 

a statute and say, well, now I know everything that the business 
of banking entails. 

Quite obviously, you leave the interpretation of what that busi- 
ness is to the primary regulator of the functions so that the bank- 
ing regulators can define what the business of banking is. And the 
States, because they are the primary regulators of our business, 
should be in a position — for over 200 years have been in a posi- 
tion — of defining what the business of insurance is. 

There are mechanisms in place now if the Insurance Commis- 
sioner of a State and the Banking Commissioner of a State dis- 
agree. Most likely that would be something resolved by the State 
Attorney General. 

We have not seen overreaching on the psirt of insurance officials 
in all that period of time. We have seen it by Federal banking ofEl- 
cials. So our approach to this has simply been to say let's make it 
clear that the States, as they have for 260-some years, are the ones 
making the decision on what is insurance, looking at their statutes, 
laws and regulations. 

Mr. Stearns. Mr. Hughes, have you looked at the language that 
Mr. Bracewell has attached to his opening statement? 

Mr. Hughes. I have not. 

Mr. Stearns. Okay. Thank you, Mr. Chairman. 

Mr. OxLEY. The gentleman's time has expired. 

Let me ask just a couple questions before we complete this panel. 

I am interested in both of your opinions on the town of 5,000 ex- 
emption and what the scope of that exemption should be, both in 
terms of products and territory, with the understanding that the — 
I think most of us agree that the original intent that the Congress 
provided in the statute has been expanded rather substEuitially. 
And, Mr. Hughes, let me start with you. 

Mr. Hughes. Well, acknowledging that this is principally an 
issue for insurance agents rather than insurance companies, I 
would observe that what we have seen from our perspective seems 
to be a fairly expansive interpretation of the statute. But, again, 
I would defer on that to the panelists you will have on Thursday. 

Mr. OXLEY. Mr. Bracewell. 

Mr. Bracewell. I think our position Is that where there are no 
safety and soundness concerns, consumer concerns or concentration 
of economic powers concerns that the broad interpretation of this 
provision is in order and that it should not be rolled back. 

Mr. OxLEY. Do you have any facilities in towns of fewer than 
5,000? 

Mr. Bracewell. No, sir. 

Mr. OXLEY. So you don't really have a dog in that fight? 

Mr. Bracewell. It is not an issue for either of the banks that 
I am personally associated with. 

Mr. Oxley. We thank both of you gentlemen for your testimony. 

We now introduce the third panel and the fioEil panel for the day: 
Elizabeth Randall, the Commissioner of Banking for the State of 
New Jersey, representing the Conference of State Bank Super- 
visors; and Philip Feigin, President of North American Securities 
Administrators Association, Washington, DC; and Msirtin Mayer 
from the Brookings Institution. 
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OTATEMENTS OF ELIZABETH RANDALL, COMMISSIONER OF 
BANKING, STATE OF NEW JERSEY, REPRESENTING THE 
eW4FERENCB OP STA'TO BANK SUPERVISORS; PHILIP 
FEIGIN, PRESIDENT, NORTH AMERICAN SECURITIES ADMIN- 
ISTRATORS ASSOCIATION; AND MARTIN MAYER, BROOKINGS 
INSTITUTION 

Mr. Fields [presiding]. Ms. Randall, we will begin with you, rec- 
ognize you for 5 minutes. At the end of 5 minutes we will ask you 
to summarize. 

Ms. Randall. Thank you very much, Mr. Chairman, and good 
afternoon. 

I am Elizabeth Randall, Commissioner of Banking for the State 
of New Jersey. I am here today on behalf of the Conference of State 
Bank Supervisors, also known as CSBS. CSBS is the professional 
association of State officials who charter, regulate, and supervise 
the 8,000 State-chartered banks and more than 600 State-licensed 
foreign blinking offices nationwide. We appreciate the opportunity 
to testify before you today. 

Mr. Chairman, CSBS applauds your efforts to modernize our fi- 
nancial system. The Conference of State Bank Supervisors has a 
long-standing policy in support of expanded bank activities that 
provide a broader ran^ of choices to the consumer, enhance com- 
petition, and do not jeopardize safety and soundness. H.R 1062 
takes some important steps toward that goal. 
State bank supervisors oversee the safety and soundness of ap- 

groximately 6,700 State banks that are not members of the Federal 
eserve System. These State nonmember banks are not subject to 
the Section 20 restrictions of Glass-Steagall. These banks have tra- 
ditionally been able to conduct a broad rsinge of nonbfinking activi- 
ties, as authorized by their State legislatures and within the 
bounds of safety and soundness. These activities have primarily 
been in the fields of agency and brokerage. Currently, 43 States au- 
thorize discount or full securities brokerage for their State-char- 
tered banks. 

Seventeen states allow banks to underwrite securities through 
bank subsidiaries; 22 allow bank insurance sales; and 17 allow 
their state-chartered banks to sell real estate. 

State-chartered banks that are not members of the Federal Re- 
serve System generally have the option of conducting their state- 
authorized expanded activities within the bank or through operat- 
ing subsidiaries. This structure provides for consolidated super- 
vision of a bank's entire business by the state bank supervisor. 
States may also require that subsidiaries, such as securities agen- 
cies, receive separate licenses from the appropriate state regulator. 
This combination of functional supervision, with consolidated over- 
sight, has worked well at the state level. 

Changes to our current system should preserve safety and sound- 
ness. They should eiIso enhance competition in the financial mar- 
ketplace, offer opportunities for innovation in products and delivery 
systems, provide flexibility to regulators and bank management, 
and allow the market to promote efficiency by preserving investor 
choice. The market should drive changes in the industry. We regu- 
lators must supervise these changes to safeguard consumers, de- 
positors, and taxpayers. 
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H.R. 1062 includes a number of provisions that advance all of 
these goals. 

State initiatives have spurred almost all of the major advances 
in U.S. bank products and services. Checking accounts, adjustable 
rate mortgages, electronic funds transfers, and interstate branch- 
ing are just a few of the bank services that originated at the state 
level. The dual banking system recognizes that individual markete 
vary widely from state to state or even from community to commu- 
nity. Stete banking laws allow local policymakers to determine how 
best to preserve and protect their citizens. 

You have asked us specifically to comment on appropriate struc- 
tures for bank securities activities. H.R. 1062's new amliate struc- 
ture would offer important new opportunities to Fed member bfuiks 
and bank holding companies. 

The key to expanding powers is effective supervision. State and 
Federal banking agencies must supervise any banking organization 
that engages in additional activities from the top down, as well as 
from the bottom up. The structure in H.R. 1062 is appropriate be- 
cause it does provide for comprehensive supervision. However, we 
see no need to centr2dize the supervision of expanded producte and 
services in one particular Federal agency. States have worked very 
well with both the FDIC £ind the Federal Reserve in supervising 
a wide range of financial institutions and their activities. 

Effective supervision of the entire organization will reduce the 
need to enact a host of specific firewalls into statute. Enacting rigid 
requiremente into stetutory language almost inevitably creates 
loopholes, while limiting the regulators' flexibility to address these 
loopholes. Guidelines, rather than rigid requirements, would also 
avoid the one-size-fits-all approach that we have seen in previous 
legislation. 

Comprehensive supervision at the top of an organization, wheth- 
er it be a bank or a bank holding company, is absolutely necessary 
to protect insured deposits, consumer interests, and, in the case of 
very large organizations, the very stability of our financial system 
as a whole. 

State bank supervisors are an integral part of our Nation's sys- 
tem of stete banldng regulation. State banks are well capitalized, 
profitable, and serving their customers well. H.R. 1062 is a good 
bemnning to modernizing our Federal banking system. 

We look forward to working with you, Mr. Chairman, and the 
members of the committee in adapting our dual banking system for 
the 21st century and I look forward to any questions you may have. 

[The prepared statement of Elizabeth Randall follows:] 



Good morning, Mr. Chairman and members of the Committee, 1 am Elizabeth 
Randall. Commissioner of Banking for the State of New Jersey. I am here today on 
behalf of the Conference of State Bank Supervisors (CSBS), on whose Board of Di- 
rectors I serve. CSBS la the professional association of state ofBcials who charter, 
regulate and supervise the 8,000 state-chartered banks and more than 600 stata- 
licensed foreien banking ofSceg nationwide. We appreciate the opportunity to testify 
before you toSay. 

Mr. Chairman, CSBS applauds Congress's efforts to modernize our financial sys- 
tem. The Conference of State Bank Supervisors has a longstanding policy in support 
of expanded bank activities that provide a broader range of choices to the 
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State Autkorinatioru of Expanded Bank Activitiet 

Under our dual banking B^t«in, statea and the federal Bovemment independently 
charter and r^ulate financial institutionB for the good of their dtizene. The vast 
majority of banks — 71.4% of the industiv — are atate^hortered. These banks hold 
47% of all assets and deposits in the U.S. banking system. 

A bank's charter determines its powers, and states have traditionally authorized 
a wide range of powers for their 8tate^art«red banks. Of the 7,680 state-chajt«red 
banks nationwide, 6,697 are not members of the Federal Reserve Sjmtem. These 
state nonmember banks are not subject to the restrictiona contained in Section 20 
of Glasa-Steagall. These banks haveheen able to conduct manv non-banking activi- 
ties, as authorized by their state legislatures, and within the Winds of safety and 
soundness, as determined by their state bank supervisors. These acdvitiea have pri- 
marily been in the fields of agency and brokerage: insurance sales, real estate agen- 
cies, sales of uninsured investment products, and travel agency. Currently, 43 states 
authorize discount or full securities brokerage for their state^hartered banks. Sev- 
enteen statM allow banks to underwrite securities through subddiarieii 22 allow 
bank insurance sales; and 17 allow their state-diartered banks to sell real estate. 

Unto 1991, states were also able to authorize their banks to engage as principals 
in a wide range of expanded activities. The Federal Deposit Insurance Corporation 
Improvement Act of 1991 (FDICIA) restricted such state bank activities to only 
those permitted to national banks, unless the FDIC determines on a case by case 
basis that the activity poses no significant risk to the deposit insurance fund. Under 
this standard, the FDlC has approved a number of additional activities for state- 
chartered banks. 
Expanded Pouiera through Bank Subsidiaries 

State-chartered banks that are not members of the Federal Reserve System ^n- 
erally have the option of conducting their state-authorized expanded activities with- 
in the bank or through operating subsidiaries. In fact, many states that allow their 
banks to engage in expended activities require that they do so through subsidiaries. 
This subsidiary structure provides for consolidated supervision of a banka entire 
business by the state bank supervisor. States may also require that subsidiaries 
such as insurance agencies receive separate licenses fivm the appropriate state reg- 
ulator. This combination of functional supervision with consolidated oversight haa 
worked well at the state level. 

CSBS believes that changes to our current system should preserve safety and 
soundness while first, enhancii^ competition in the financial marketplace; second, 
oETering opportunities for innovation in products and delivery systems; third, provid- 
ing flexibility to regulators and bank management; and finally, allowing the market 
to promote efficiency by preserving investor choice. It is not appropriate for regula- 
■■'- 'a drive new products and services or new delivery systems; rather, the market 



should drive changes in the industry. As regulators, we must supervise these 
changes to safeguard consumers, depositors and taxpayers. Regulation in a market- 
driven environment can promote safe and sound behavior by making additional ave- 



B for innovation available to well-managed institutions and by limiting the a 
tivities of unhealthv banks. 

H.R, 1062 includes a number of provisions that advance these goals. Allowing 
banks to underwrite revenue bonds directiy, for example, is a valuable innovation 
for both the industry and state and local governments. 

We do have some concerns, however, aSout other aspects of the bUl. As we begin 
to modernize the federal structure for new products and services, our main concern 
is that we not create a system in which federal law becomes the only avenue for 
innovation in the banking system. 
Benefits of State Innovations 

One of the keys to our dual bankine system is that it provides for initiatives at 
the state level as well as at the federal level. In fact, state initiatives have spurred 
almost all of the major advances in U.S. bank products and services. Everything 
from checking accounts to ai^ustable-rate mortgages, fivm electronic funds transfers 
to interstate Drenching, originated at the state level. A state bank was the first to 
offer a NOW account, and state banks developed the automatic teller machine. Be- 
cause states can act individually to authorize new products and services, banks in 
other states and the federal banking agencies have an opportunity to learn from 
these state-chartered banks' experience. When new activities emerge one state at a 
time, systemic risk is minimized. If an activity proves too risky, unprofitable, or 
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hormfu] to coiuumers, it is much easier for a single state to change its law than 
for the federal f[Dvemment to reverse itaelf. 

When changing federal law, we must preserve the states' abili^ to experiment 
independently with new [in>ducts and services, new structures and new delivery 
methods. State-authorizea powers are the bridge that brought ua to this point. Now 
that we are here, we must not bum that bridge behind us. 
Appropriate Structures for Bank Securitiea Activities 

You have asked us specifically to comment on how banks and bank holding com- 
panies should structure their securities activilies. We feel strong]; that banking or- 
ganizations should have the option of conducting securities activiUes through either 
separately identifiable divisions, as stete law currently allows, or through holding 
company afSliates. We continue to be concerned that H.R. 1062. as reported by the 
House Banking Committee, may jeopardize the balance of our dual banking system 
by reducing stete banks' current abUity to offer their customos expanded products 
and services in the most cost-effective wa^s. 

The bill prohibits new state authorizations of securities underwriting activities for 
bank substdiarieB. While ^andfathering existing activity, the bill shins new activi- 
ties to affiliates of financial services hddin^ companies, subject to Federal Heserve 
regulation. This would preempt state authority over future activities. Under our cur- 
rent structure, we are not aware that the activities of any state bank's securities 
subsidiary have threatened the deposit insurance fiind. Given this experience, we 
should not dismantle this structure. Instead, we should build on it, as we broaden 



theproducta and services available to banking consumers. 

The new affiliate stmcture proposed by the bill would ofi . 

tunities to Fed-member banks and bank holding companies. However, we feel 



strongly that this should not be the only option available to stete-chartered banks 
that want to engage in these activities. As currently drafted, H.R. 1062 would re- 
quire that state banks form holding companies to engage in certain atete-authorized 
activities. In our view, this requirement strikes at the heart of the dual banking sys- 
tem. Requiring this additional structure is unnecessary. It centralizes power in uie 
federal government, and moves regulatory authority away &om the states which de- 
veloped these innovative activities. It would be a great loss if, in modernizing our 
bankins ayatem, we limited the structures available to bank management or the tra- 
ditional authority of the stetes over the delivery of financial services to their citi- 
zens. 

The dual banking system recognizes that, although in many wavs the market for 
financial services is now nationwide, individual markete vair widely &om stete to 
state or even from community to community. State banking laws provide an oppor- 
tuni^ for local policy makers to determine how beat to meet their dtizena' needs 
and protect their citizens' well-being. 

For this reason, we are also concerned about provisions that would preempt 
states' abili^ to decide that certain powers are not appropriate for their banks, or 
that certain structures are not appropriate means for their citizens to obtain certain 
t^pes of financial services. The principles of Federalism and stetes' rights, as rect^- 
nized in Section 7 of the Bank Holoing Company Act, require that stetes retain 
their ability to restrict activities as well as to expand them. 
Supervision ofNonbanking Activities 

As we learned all too well during the savings and loan crisis of the 1980s, the 
key to expanding powers is effective supervision. For this reason, we believe that 
the atete and federal banking sondes must supervise any banking organization 
that engages in additional activities fivm the top down, as well as from tne bottom 
up. 

We believe that this type of comprehensive superviaion can be equally effective 
in a subsidiary structure, as the parent bank's primary regulators can examine the 
subsidiaries as part of a comprehensive examination of the bank. The structure in 



supervision of expanded products and services. Stetes have worked verv well with 
both the FDIC and the Federal Reserve in supervising a wide range of financial in- 
stitutions engaged in a broad ran^ of activities. 

Effective supervision of the entire organization will reduce the need to enact spe- 
cific firewalls into stetute. Past experience has shown us that enacting rigid require- 
mento into statutory language almost inevitably creates loopholes, while limiting 
the regulators' flexinili^ to address these loopholes. Regulatory guidelines, which 
regulators could then adapt for institutions on a case-by-case basis, are a better ap- 
proach than rigid stetutory requirements. Guidelines, rather than rigid require- 
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menta, avoid th« "one size fita all" approach that we have seen as a result of pre- 
vious legiBlation. The types of restrictions appropriate for lerg<e institutions may not 
be luitaDle for small ones, and vice versa. 

We are not comfortable with a "functional r^ulation" model that disregards the 
banking regulators' responsibility for the overall safety and soundness of tne entire 
organization. As we have seen throughout this debate, interested parties do not 

r« on exactly what "functional regulation'' is or on how it would work in practice, 
would like to reiterate our conviction that comprehensive supervision at the top 
of an organization, whether it be a bank or a holding company, is absolutelv nec- 
essary to protect insured deposits, consumer interests, and — in the case of very 
large organizations — the stability of our financial system as a whole. 
Activities of Foreign Banking Offices 

A significant portion of the assets that state bank supervisors oversee are held 
by foreign banks. These international banks operating in the United States have dif- 
ferent Btructures; the m^ority are wholesale, uninsiu^d operations that ere prohib- 
it«d from taking insured deposits. 

We believe triat "national treatment" means parity of treatment, not identical 
treatment. H.R. 1062 attempts to ^ovide national treatment to foreign banking or- 
ganizations in the United States. The structure of the bill allows for this parity of 
treatment. 
Conclusion 

State bank supervisors are an integral part of this nation's overall mtem of bank 
regulation. State regulation and supervision is professional and efiective. State 
bulks are well-capitalized, profitable, and serving their customers well. Preemption 
and restriction of state powers, state bank structures, and state regulation weakens 
the system as a whole. Preserving the authority of each state to determine the bank 
structure, products and services Uiat best suit their citizens' needs, strengthens the 
system. 

We believe that H.R. 1062 is a good beginning to modernizing our federal banking 
system. It recognizes that the lines between traditional banking and other financial 
services are disappearing. It provides for a system of comprehensive oversi^t, al- 
though we would like to see the options for supervision expanded to recognize our 
current structure of bank subsidiaries under state and federal supervision. We look 
forward to working with you, Mr. Chairman, and with the other members of the 
Committee, in adapting our dual, banking system for the 21st century. I would be 
happy to answer any questions the Committee may have. 

Mr. Fields. Thank you, Ms. Randall. 

Mr. Phillip Feigin, President of the North American Security Ad- 
ministrators Association. 

STATEMENT OF PHILIP FEIGIN 

Mr. Feigin. I am Phil Feigin, the President of NASAA this year 
and also the Colorado securities commissioner. In the U.S., NASAA 
is the national organization of the 50 state securities agencies. I 
appreciate the opportunity to appear before you to comment on 
H.R. 1062 and the need for and Benefits of functional regulation of 
the retail security sales activities of banks. 

There can be no question that the world of consumer finance and 
investing has changed dramatically in recent years. One of the un- 
fortunate conset^uences of these changes has been consumer confu- 
sion, and in no instance is this more apparent than that of the re- 
tail marketing of uninsured investment products by banks and on 
bfuik premises. 

In our most recent previous appearances before Congress, 
NASAA has reported on the problem state securities regulators 
have encountered directly through inspections of bank broker-deal- 
er securities activity and from the complaints we receive from con- 
sumers in our states. You may be interested to leam a few of the 
trends that we see emei^ng of late. 
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First, most of the complaints we are receiving involve elderly 
bank customers who Etre directed to securities sales staff by bank 
employees. Based on the experience of these older consumers, we 
know that lobby posters and written disclosure forms are insuffi- 
cient warnings in the face of slick, oral presentations and assur- 
ances made by the security sales people. Regrettably, many of 
these cases are brought to our attention by younger relatives of 
these unsuspecting investors. This compounds the enforcement 
problem because the actual Investor often has little recollection of 
what actually occurred. 

Second, a large m^ority of the complaints being lodged with 
states' securities agencies involve oral statements made during a 
sales presentation. In one case, an investor came away from a sales 
session believing that the investment principal was guaranteed; it 
was just the interest that wasn't. 

Third, our experience heis been that many of the bank broker- 
dealer sales people have been poorly trained or inadequately super- 
vised. The security sales activity in many banks is insufficient to 
warrEtnt establishing a branch office for a brokerage firm. Instead, 
you get inexperienced and, essentially, unsupervised people. 

Finally, most of these elderly consumers are first-time investors. 
They don't know when they are misled or otherwise dealt with in- 
appropriately because they dont have any other investment experi- 
ence to compare it with. 

The simple fact is that we have not kept pace with the dramatic 
changes in the marketplace. While there have been serious efforts 
over the years, most notably perhaps by this subcommittee, to ra- 
tionalize the oversight of new banldng activities, we nonetheless 
are lefl today with a regulatory system that defies common sense, 
is totally inadequate, and potentially could result in serious and 
devastating losses of both consumer confldence and assets. 

Banking regulation in the country is designed to ensure safety 
and soundness, as we have heard, for the financial institutions 
while state and Federsil security regulation is about investor pro- 
tection and, in Iftrge part, focuses on imposing standards on people 
who sell securities. 

The Congress, the states and the Federal securities regulators 
have crafted a highly integrated and sophisticated system of 
screening, testing, licensing, business and sfdes practice regulation 
and discipline. There su-e extensive regulatory injunctive, crimin£il, 
and private civil remedies available in the case of violations. There 
are striking differences between securities regulation and the 
scheme set up under the interagency statement issued last year by 
the Federal banldng regulators. 

To point out just a few, there is no system of licensing in bank- 
ing, while on the securities side, we know we have entry require- 
ments, there are grounds for denial, background checks, law prod- 
uct knowledge testing, and supervision. These things are all securi- 
ties facets, but under the banking agreement, they are left to the 
banks on an ad hoc basis. 

Under the banking agreement, there are no books and records re- 
quirements. Under securities law, a broker-dealer is required to 
keep standardized and extensive recordkeeping. Under the inter- 
agency statements, banks can adopt their own systems or no sys- 
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tem at all as long as they have general policies and procedures in 
place. Uniformity is not required, so that when an examiner goes 
in, he has to learn a new system every time they enter a bank. 

Third, there is no banking regulatory infrsistructure to deal with 
consumer complaints. Securities regulators have numerous ofBces 
all across the country with significant resources dedicated to taking 
and responding to consumer complaints. Our Federal bftnking regu- 
lators prepare to field consumer securities sales complaints. 

Fourth, enforcement actions by banking regulators are generally 
confidential. Will consumers be able to call banking regulators to 
ask if a security salesperson has been a subject of any disciplinary 
action? Will enforcement actions be made public, because the public 
has the right to know with whom they are dealing, or will banking 
regulators keep enforcement actions secret to preserve the safety 
and soundness of the financial institution? 

Finally, as we know, there are no private rights of action under 
banking law and there is no right to arbitrate. We are fully aware 
of these private remedies available to wronged investors under the 
various securities laws and regulations, but are there any private 
rights of action for violation of interagency statement or Federal 
banking laws? We are not saying banks should not sell securities. 
We simply say that when an investor buys a security, they ought 
to have the same rights no matter where they buy it. 

One last point. I see my time is ending. I wanted to bring up one 
of the points about an exemption in the bill. It is an example of 
unintended consequences. There is an exemption that would essen- 
tially allow a de minimis exemption that would allow a thousand 
transactions in a 1-year period for a bank that does not have a 
broker-dealer affiliate or a subsidiary. Under the law of exemp- 
tions, when that bank writes the 1,001st transaction, the law of ex- 
emptions will say that that bank has been in violation for all thou- 
sand transactions. So I think we have laid more of a trap than pro- 
vided an exemption. 

It is that kind of thing that I think we need to look at. We hope 
the Congress would — or we would urge the Congress, it might be 
better to establish some broad guidelines and allow the regulators 
to work it out in the rulemaking context, than to try this very de- 
tailed regulation that may end up providing unintended con- 
sequences in the end. 

Thank you. 

[The prepared statement of Phillip Feigin follows:] 



Mr. Chairmen and Members of the Subcommittees: The North American Securi- 
ties Administratoni Association (NASAA) appredatea the opportuniW to submit to 
the Subcommittee on Telecommunications and Knance and to the SuWanmittee on 
Commerce, Trade and Hazardous Materials comments on the issue of Glass-SteaKall 
reform and financial services mod«nization. In the U.S., NASAA is the national 
voce of the 60 itatc s«curitie« agencies responsible for investor protection and the 
efQcient functioning of the capitalmarkets at the grassroots level. 

As you know Mr. Chairmen, the primary function of state securities r^ulation 
is the protection of small investors from fraud and abuse in the capital marketa. 
As a result, NASAA's comments today will focus primarily on the issue of how best 
to design a regulator system that reflects the reaUties of todies "seamless' finan- 
cial marketplace, and at the same time minimizes the potential for gaps in the pro- 
tections available to investors— no matter where they purchase investment products. 
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While others may come before this panel with a broad agenda for action, NASAA'b 
message is a rather simple one: As banks ' continue to move beyond their tradi' 
tional ninctions and into the securitieB business, it no longer is enough iust to be 
concerned vrith preserving bank safa^ and soundness; there must also be a com- 
mensurate understanding of, and commitment to, investor protection principles. 

I. EXECUTIVE SUMMARY 

Evolution in the financial marketplace and yean of tinkering with banking regu- 
lations have eroded the baniers that once separated commercial banking from uie 
securities brokerage business. It is clear that the banking and securities industries 
are becoming more and more integrated every day. NASAA agrees with those who 
have suggested that these developments have the potential to enhance competition, 
improve the efficiency of our marVets, and, as a result, serve the interests of inves- 
tors, depositors and taxpayers. However, much of this activi^ has taken place in 
an ad hoc fashion, with few rules to ensure that our commitments to investors and 
to fair and orderly markets are not compromised. 

It is NASAA's view that the time is long overdue for federal legislation to address 
comprehensivelv the interrelated issues of securities activities conducted on bank 
premises and the need to protect investors. The simple fact is that the laws and 
regulations governing the activities of financial institutions have not kept pace with 
the dramatic changes in the marketplace. While there have been serious efforts over 
the past several years to rationalize the oversight of new bank activities, we none- 
theless are left today with a regulatory Bvstem that defies common sense, is wholly 
inadequate, and potentially could result in a serious and devastating loss of 
consumer confidence. 

H.R. 1062, the "Financial Services Competitiveness Act of 1996," appropriately 
recognizes the profound changes that have taken place in the financial maniets in 
recent years and seeks to impose on this transformed marketplace a rational and 
consistent scheme of oversight. NASAA generally supports the objective of the pro- 
posed legislation, which, as we understand it, is to permit banks to participate more 
fully in the securities business while at the same tune updating the regulatory sys- 
tem to reflect the new realities of the financial marketplace. 

However, the Association has very serious concerns that the bill, as approved by 
the House Banking Committee, falls far short of accompliaking what it seta out to 
do. NASAA's primarv concern is that although the measure articulates a preference 
for a fiinctional regulation approach, a host of exceptions contained in the Dill would 
have the practical effect of permittinsf financial institutions to engage in significant 
securities activities outaide the securities regulatory scheme. In fact, it may be ar- 
gued that the bill will have the practical effect of encouraging banks to move certain 
securities activities out of registered broker-dealers and into other entities that may 
ei^oy less stringent oversight. In addition the regulatory scheme contained in H.R. 
1062 appeare to be unnecessarily complex, rather than atreamUned and efficient. 

Mr. Chairmen, NASAA appreciates the longstanding and bipartisan commitment 
of the Commerce Committee and its subcommittees to enacting comprehensive fi- 
nancial services reform legislation that both encourages innovation in the financial 
services sector and establishes a rational and efBcient system for overseeing this 
ever-changing marketplace, NASAA respectfully encourages you to give serious con- 
sideration to the need for an effective mnctional regulation scheme. NASAA urges 
Biu to close the gaping loopholes now contained in H.R. 1062 before it moves to we 
ouse floor. 

II. THE EROSION OF THE GLASS-STEAGAIX BARRIER 

The issue of whether commercial banks should be allowed to tap into new sources 
of business, including the sale of uninsured products on bank premises either di- 
rectly or indirectiy, is no longer an academic question,' The fact is that many of 
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the restritlioiia on the securitieB activitiea of banks erected by Congress in the 
Glass-Steagall Act^ have been eroded or removed entirely through judicial and ad- 
ministrative dedsions/ thereby allowing banks and their non-baiuc afBliates to par- 
ticipate in a broad range of uninaured inveatment-related activities. 

Tbt regulatory and court decisions creating loopholes in the Depression-era law 
banning banks from the secutitiea business have been in place for several years 
oow. However, it was only recently that low interest rates sparked an explosive 
growth in the sale through banks of uninsured investment products. As these low 
mterest rates propelled consumers to search beyond traditional bank savings prod- 
ucts for better returns, more and more banks moved to ofier th^ clientele a wider 
range of financial products. Mutual flinds, popular with consumers for a number of 
reasons, are one of the investment altemabvea that many banks now are providing 
in their bid to retain customer assets and generate new sources of revenue. 

Today, banks engage directly in a wide range of broker-dealer and investment ad- 
visory activities that are comparable to, and competitive with, the services of reg- 
istered securities firms and investment advisers. Ttiey generally do so, however, out- 
side of the regulatory fi'amework eatabUshed under the federal aecuritlM laws. 

m. INVESTOR PROTECTION CONCERNS 

Last year, NASAA told Congress that state securitiea regulators across the coun- 
try were reporting mounting evidence of consumer confusion about the insurance 
coverage, the risks, and the fees associated with the sale of uninsured products sold 
on bank premises, * 

An informal look by several atat«s at what actually was going on in bank lobbies 
made it very clear why consumers were so confused: the marketplace was sending 
them a bewildering variety of mixed, garbled and misleading messages. Among the 

Sroblems uncovered by atat« securities agencies at the banks were: a blurring of the 
istinction between traditional bank activities and the sale of uninsured products; 
inadequate or misleading disclosure; and a serious gap in the consumer protection 
available to consumera who purchased securities on bank premises. 

Though there have been modest improvements in the general public's awareness 
that investment products sold at banks are not FDIC-insured or otherwise guaran- 
teed, a substantial share of financial consumers still mistakenly believe that they 
are "working with a net' when they buy such uninsured products at a bank." It is 
increasingly evident that older Americans are particularly susceptible to the sales 
pitch for bank-sold mutual fiinds, in part because they are the most likely to believe 
that all products sold within the four walls of such an institution ere FDIC-insured. 

Thousn NASAA is concerned that all investors be treated fairly in the market- 
place, there is emerging anecdotal evidence that in the case of investment products 
sold on bank premises, the bulk of complaints now being lodged with state securities 
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■Banking Act of 1933, 4S Sut. 182-96 (codified ai 

*For example, the Omee oTiha Compti " 
lauee of the National Bank Act to albi 
considered the eicliuiva territory of investment end iniurance fli . . . . 
used the "closely related" language of the Bank Holding Company Act to expand the permisaible 
product and service lines for bank holding companies. 

'Set, for example, the statements of Denise Voigt Crawfbrd beTore the Subcommittee on 0*er- 
•ijtht and Investigations, Committee on Commerce, U,S, House of Repreaentatives (March 2, 
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louse oT iiepreeentatives (March 8, 1994) and befbre the Subcommittee on Tele- 
and Finance, Committee on Energy and Commerce, U.S. House of Representa- 
aves lAsru 14, i994), 

'NASAA's Banks Policy issues Committee recently conducted an informal phone survey of all 
membeijuriadictions to determine the volume of eomplainta being received by state agendea on 
this topic. Hie phone lumor revealed that 30 state securities agendas reported receiving 168 
eomplainta within the last 12 months about the sale of uninaured producta on bank premises. 
Among the states reporting the hlgbeat number of complaints were: Texas, 32 comFJainta: Wash- 
ington atata, 20 eomplainta; Aritona, IT complaints: and Connecticut, 11 complaints. NASAA be- 
Heves that wese complaints represent only a tiny fractioo of the true number of problon caaaa, 
lieee eomi^ainta are unique in that they actually made It to the securities agency, which we 
do not believe is the flrsC place consumer* turn when they perceive they have a problem with 
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agencies are made by, or on behalf of, older Ameiicuu^ perhaps this reflects the 
fiict that the masaive entry of banks into mutual fund sales has helped to eoaz older 
invetton aetoas the tight rope from insured to uninsured investment products. 
Today, one tenth of all mutual ftinds are available through banks, which now ac- 
count fbr up to 20 percent of first-time mutual fund buyers. For older investors who 
might be intimidated at the prospect of dealing with a brokerage firm, the familiar 
pnaence of a bank play on the bond of trust resulting from 60 years of rdiance 
on the safety net of FDIC protection. 

What concerns state securities regulatoiv is that more and more we will see finan- 
cially unsophisticated consimiers — those who are the least able to recognize the 



motional campaigns. What is significant in this context _^ 

to find ways to benefit from what may be the most Important thing they have going 
for them— 4ublic trust Survey show that people continue to have more confidence 
in banks than in other financial institutions.^ lliat trust, of course, is rooted in one 
basic Gsct: money placed with a bank ccmes with the federal govemmentfs guarantee 
that it will always be there, even if the bank foils. Althoiwh the government insur- 
ance does not extend to investment-related pivducts sold on bank premises, that 
fket has so often been downplayed or completely omitted that it is not surprising 
that conaumera are conAised. 

While misleading or inadequate diacloaure is a problem in this connection, so too 
are identical or similar names of the insured institution and its investment-related 
producta/affiliated institution. The reasoning behind common or similar names ap- 
pears to be simple: a bank's name can be a powerful draw in a local market. A good 
example of how it ia that banks trade on the trust they have built up may be fmind 
in the case of the Minnesota bank that was planning to put financial planners in 
several of its branches. The bank decided to identi^ the planners as employees of 
the bank's brokerage affiliate (which had a name smiilar to that of the oank) be- 
catise a pilot program revealed that bank customers were more comfortable when 
tiiey bdieved that the planners were affiliated with the bank." 

IV. CLOSING THE CONSUMER PROTECTION GAR CURRENT AND NEEDED REMEDIES 

Mr. Chairmen and Members of the Subcommittees, there can be no doubt that 
the existii^ statutory framework is woefully outdated and not up to the demands 
of a rapidly changing financial marketplace. As you may know, NASAA, alcmg vrith 
others, last year developed the following minimum standards for evaluating Con- 
greaaional reform in this area: 

• No "gap' in the contumer protection available to bank cualomera buying invest- 
ment products. Consumers who invest in mutual funds and stocks through bro- 
kerage firms or investment companies are provided a comprehensive fi-amewm-k 
of protections, including suitabilitv requirements, fair dealing and disclosure of 
risks and costs. Though much of tbe activity in investments sold through banks 
is conducted by subaioiaries restored as broker-dealers, there is the potential 
fbr banks to deal directly with individuals and firms who would not be subject 
to broker-dealer regulation. This disturbing possibility has already become re- 
ally in some instances,'" 



received about Vbt lalc of uninsured investment products on bank pnmiies. 

■JeiTv Kni^t, "Banks Becoming Financial Supermaricsts,' Wathinglon PoX, Au|U>t 23, 1993, 
p. Al. Barry Barbosh, Director of the Securitiet and Exchange Commiision'i Division of Inveat- 
nient Mansgement, commented on the results of the fbcua group leisioni being conducted by 
the SEC ana the Uffica of the Comptroller of the Cunencv to gauin how well consumers under- 
stand the differencea between mutual fundi and insured d«>oiits:^)ne thins that comes clearly 
out <^ the focus groups ii Uiat bank deposltori really do tnlnk of banks a* Bastions of safb^. 
(Dri>ra Cope, Itwulators Probe Public's Knowledge of Fund Risk,' American Banker. January 
27, 19M,p.ie.) 

■Karen Talley, "First Bank System to Place Financial Planners in More Branches," American 
AuiAir, October 27, 1993, p. IT. 

'opor example, nnonciol PUmmng magaiine in its March 1995 issue reported that SunTrust 
Corp., an Atlanta bank holding company, dropped the NASD license of ISO of its broker-dealer 
subsloiary's repreeentatives in irtist was deeoibed as a "dramatie move that other bonks msy 
emulate" if the National Association of Securities Dealers (NASD) doesnt revise its proposed 
miss that tighten Its oversight of licensed bank bnAer-dealers. None of the SunTivit reps 
iriioee NASD licenses were drapped were terminated; they now aie wmking as bank emplr 



iriioee NASD licenses were dropped were terminated; they now aie wmking as bank employees 
selllnf securities fW-time within the brsncbes. (See. Anthony Kimery, "SunTrust Snubs NASD 
in Power nay Over Bank Securities Regulatlim,' Knandal Planaing, March 1996, p. 11.) 

Continued 
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At the same time, a Mrioiu effort must be undertaken to review the extent 
and efEectivenesB of current state and federal regulatorjr ovtaxAt. All invaotora 
in mutual funds, stocks and annuities should be accorded the same level of 
consumer protection. 

• Uae of diadosure that it proven to work. It is clear that what is being draie now 

in terms of disclosure is not working. Disclosure about the risks of uninsured 
bank products should be in the form of a concise and "simple EnsUsh" document 
and related lobby posters. No sale of an uninsured product shoiud be permitted 
to take place before the disclosure document is provided and the custtaner indi- 
cates (perhaps in the form of a signed document) that he or she underatands 
that mutual funds, stacks and annuities sold at banks are not FDlC-insured or 
otherwise Kuaranteed against loss of principal b; the bank. In view <d the ap- 
parent inenectiveness of current disclosures, NASAA and others are actively 
pursuing the development and testing of model disclosure documents and other 
materials that can t>e proven to be effective in eliminating the current ctmsumer 
confiiBion about the eirtent of FDIC and SIPC insurance coverage. 

• A ban on naming or advertising uninsured bank products in any way that eteate» 

confusion with insured bank products or the institution itself Many consumers 
mistakenly believe that uninsured bank products are FDIC insured in the same 
manner as traditional bank products. As a result, every precaution must be 
taken to avoid undue confusion in the consumer's mind about the "dividing line' 
between uninsured products on the one hand and the safety and soundness of 
the bank and its traditional insured products on the other. The use of the same 
or similar names and logos of banks and their afiGlietes or subsidiaries should 
be prohibited. In addition, some mutual funds and other uninsured investment 
products sold at banks may need to be renamed in order to bring an end to ex- 
isting instances of the blurring of the Une between uninsured and insured bank 
products. 

• Physical separation, to the extent possible, of the sale of insured and uninsured 

products within banks. The commingling of insured and uninsured activities in 
bank lobbies greatly increases the potential for consumer confusion. Because of 
' this, no bank should be able to sell insured and uninsured products fium the 
same desk, window or lobby area. A dear, physical separation should exist 
(along with appropriate lobby posters) in order to distinguish the areas within 
banks where the two tvpee of products are sold. 

NASAA is mindfUl tnat manv small banks ma^ be unable to satisfy a require- 
ment that sets out rigid standards for accomphshing this physical separation. 
As a result, NASAA would support regulatory flexibility in carrying out such 
a mandate, so long as the bank takes every precaution in ensuring that consum- 
ers fiilly appreciate the distinctions in the mnctionB carried out By the bank in 
its traditional functions and in its expanded, investment-related activities. 
The Benefits of Functional Regulation 

Mr. Chairmen and Members of the Sid>cammitteea, the absence of a clear road 
map for how banks should engage in securities activities is self-evident to anjrone 
who looks at our current regulatory structure. Banking regulations and examina- 
tions are generally aimed at ensuring bank safety and soundness and depodt pro- 
tection. As a result, banking regulators view maintaining the stability and profit- 
ability of the institution as their primary mission. In contrast, protecting individual 
investors is the overarching mission of the securities laws and the enforcement ef- 
forts taken by securities regulators reflect as much. There simply is no way to at- 
tempt to overlay on to the banking laws and regulatory system uie mission and pur- 
pose of securities laws. It does not work. 

NASAA has long supported the concept of functional regulation. By that, we mean 
that anyone engaged in the securities business — regardless of whether the business 
is incidental to another regulated commercial activity such as banking— should be 
subject on the federal level to one set of laws that are interpreted, administered and 
enforced by an expert regulatory body as to that aspect of its business. The federal 
regulator in this case would be tiie Securities and Exchange Commission (SEC). 

Further evidence that banks mw take this route was fbund in a Febniaiy 14, 199S letter from 
Robert D. Flowers, president of BA Investment Services, to the NASD, caminentiiie on the orga- 
nization'a proposed nilea for bsnk-afEliated brokersges. In his letter. Mr. Flotwrs ccsiduoM 
tbat^ The activities engaged in by our firm can be engaged in directly by our afBliate, Bank 
of America Nstional Trust end Savings Association. To maintain competitive peri^ with our 
competitors not targeted by the propDaed rule, we may need to conduct our busineas throu^ 
Bank of America and give up our broker-dealer choiier." (As reported in Ameriean Bcuiker, 
'Rule Plan Seen Devaluing Link of Bonk Brakerage* to NASD,' Apnl 21, 1996, p. 11. 
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Why not let the banking regulators incorporate into their oversight functions the 
■ale of investment products, as some have suggested? 

The answer is simple. Banldns regulators are not equipped to create a regulatory 
scheme comparable to that whiui exists under the federal securitiea laws. On Uie 
securities side, there are laws, rules and regulations that have grown up o 



Qie New York Sto^Eschatwe (NYSE). 

All of these entities wow together to ensure the int^rity of the marke^lace. 
Rather than relying on this experienced and extensive network of securities regu- 
lators, opponents oi functional regulation essentially would ask federal banking reg- 
ulators — who have had no prior experience in investor protection, in writing rules, 
or in enforcing compliance in the securities arena — to take on the job of protecting 
investors who purchase uninsured investment products on bank premises. 

NASAA supports the Ainctional regulation approach because it is grounded in the 
fundamental principle that all participants in the securities business should play by 
the same rules ana be subject to the same standards. The continued exclusion of 
banks from the definitions of "broker" and "dealer" serves no public interest and is 
as antiquated and outdated a concept as is the Glass-Steagall limitation H.R. 1062 
seeks to repeal. These exclusions mean that banks need not comply with the cus- 
tomer protection, net capital, and books and records rules speoficuly designed to 
protect investors. Unfortunately, the many exceptions to the functional regulation 
mandate of H.R. 1062 would prolong this system of ambiguous regulation. In addi- 
tion, if the SunTrust experience becomes Busan commonplace and securities activities 
migrate directij[ into the operations of banks, there will be even flirther erosion in 
investor protection. 

What purpose is served tn allowine for expansive securities powers for depositot? 
institutions and yet not subjecting those activities to legally-emorceable ana appro- 
priate oversight? It certainly is not the interests of investors that are served by such 
a gaping hole in the regulatoi^ structure. Banks that act as broker-dealers are, of 
course, subject to fedenu banking laws. However, those laws are designed to protect 
the banks and their depositors, not investors. Consider the fallowing: 

• There ie a comprehenaive scheme under the aecurities lawa for licensing brokers, 

including training, testing and tracking. Although fedenu banking relators 
have claimed that they will require salespersons in banks to meet qualification 
and training requirements that are detennined to be equivalent to those appli- 
cable to SEC n^pstxants under the securities laws, NASAA questions how uiis 
will be accomplished. Will federal bankinij regulators put in place a similar li- 
censing scheme for bank personnel selling investment products? Will the federal 
banking r^pjlatorv be in a positioa to develop and adnunister examinations to 
test the knowledge and competence of applicants seeking to become securities 
salespersons? WiU banking r^pjlators be in a position to monitor the activities 
of such individuals and take action when appropriate? An extensive and rigor- 
ous program for the training and testing of applicants is well eatabUshed in the 
securities regulatory system. 

Securities regulators also track the disciplinary history of brokers in an ^kat 
to screen out bad actors. In addition, the brokerage firms and self-regulatoiy 
organizations now are moving to put in place continuing education programs to, 
ensure that individuals in the securities business keep current wiui new prod- 
ucts and trading strategies, as well as new laws and regulatory requirements. 

• Seeuritiea aaieapersona a/c aubjea to rules of /air practice. The rules ol the securi- 

ties industr/s self-regulatory organizations ana state securities laws and regu- 
lations require brokers to comply with rules of fair prsctice. These rules are de- 



signed to ensure that brokers observe high standards of commercial honor and 
just and equitable principles of fair trade in the conduct of their business. Viola- 
tion of the niles may result in a fine, suspenaion or revocation of a securities 
license. Among the issues covered by the rules of Esir practice are: making un- 
suitable recommendations not in accordance with a chent's financial condition, 
sophistication or risk tolerance; "churning" accounts over and over for commis- 
sions; unauthorized trading; misrroresentations as to the poesible risks or true 
nature of the investment product; fraudulentW inducing a client to purchase an 
investment product; and providing advice unfounded in fact. We are not aware 
of an^ similar provisions in banki^ law and regulations. 
• Securities regulators routinely make available to the public information about the 
bachgrourtd and ditdplinary history of alockbrokers. The licensing of Stodc- 
brokers is accomplished through a sophisticated computer network — uie Central 
Ragistjation Depository (CRD>— jomUy operated by NASAA and the NASD. 
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several aourc«a for ito data. Individual registranta . . 

age finns also are required to disclose full^ all diadplinai; history; a failure to 
do K) ma; serve as a s^arate ground for state administrative enforcement ac- 
tions. The CRD database now serves as a primary source of information for in- 
vestora to learn about the diaciplinaiy and «mpl(qnnei)t history of stockbtokera. 
Todav, investora may call ather tAeir state securities agency or the NASD to 
accesB background data on a particular stock-broker or firm. NASAA and the 
individual states use every opportuni^ available to them, including the news 
media, speaking engagements, public statements, and more, to alert consumen 
to this service. There are no comparable licensing reauirementa for bank per- 
sonnel, nor are we aware of an; efforts contemplated oy federal banking regu- 
latora to design, build or maintain such a computer qrstem for thoee bank per- 
sonnel who may now sell securitieB or render investment advice. 
■ Stcuritiet rtguiaton employ a high-proJUe pngmm fi>r txpoattg aeeurities law vio- 
lators, thereby warning the public about a troubltaome adumt, firm or indioid- 
ual. Federal and state securities r^ulatof^ as well as the industry's self-regu- 
latory organizationB, deliberatd^ seek to publicize as widely aa posnble any oia- 
dplinary action taken against mdividual brokers or brokvage firms. The goal 
is to provide as much information as is possible to the investing puUic ao uiai 
the:^ may avoid dealing with unscrupulous or dishonest operatora. 
• Securities laws provide Jor a private right of action and arbitration of euatomerl 
broker disputes. Securities laws provide foi^-«uid rely upon— private enforce- 
ment actions to supplement govenunent actions. No such sjvtem of redress ex- 
ists in banking laws. The fundamental purpose of federal securities laws is to 
ensure ftill disclastu« to investors and to punish those who viirfate the law. Pri- 
vate actions— whether th^ are brought m court or in an arbitration forum- 
have become increasingly unportant aa an enforcement tool in light of the dra- 
matic growth of fraud and corruption in the nation's business community and 
financial institutions and the limitations on state and federal prosecutorial and 
relator; resources. In short, private actions under the federal and state secu- 
rities laws are essential to deter prospective crimiiuds, compensate the victims 
of fivud, and maintain public confidence in the maiketolace. An absence of pri- 
vate actions may well have the effect of eroding confidence in the capital mar- 
keta, thraeby reducing investment and increasing the cost of raising capital for 
U.S. businesses. 
Currently, banks also m^ serve as investment advisers to certain mutual funds 
without registering under the Investment Advisers Act of 1940. As a result of this 
loophole, sharehtdows in mutual funds advised by banks, unlike their counterparts 
in other mutual fimda, do not receive the protections of that Acf s provisions, includ- 
ing those related to the recordkeeping and inspections conducted by the SEC and 



those restricting performance-based fees and other potential confiicts of interest. 

Mr, Chairmen and Members of the Subcommitteea, it is obvious that such an 
elaborate and highly specialized overaight function as currently exists for securities 
brokers and firms simply cannot be duplicated by federal banking agencies, unless 
there are thousands of employees now sifting in these agencies with nothing to do 
and millions ctf dollars of taxpayer mon^ available to be spent on putting in [dace 
the duplicative infrastructure that would be necessary to carry out sudi a program. 

As ]^)u are well aware, the federal banking agencies have issued guidelines and 
a subsequent interagency statement " which is intended to supplement their securi- 
ties regulatory programs. While this eSbrt is a step forward, it is no substitute for 
a comprehensive regulatory scheme. As "guidelines" rather than regulaUons, they 
are advisory in nature rather than legally binding and they may not be legally en- 
forceable by bank regulators or bank customers. ESirthermore, rather than establish- 
ing precise standards of conduct, tlie guidelines instead give banks broad latitude 
in developing procedures and policies to implement them. 

NASAA suggests that a man reasonable and appropriate approach is for Congress 
to adopt a true functional regulation system, which will result in strengthened in- 
vestor protection, vrithout duplicative and costly overlap in the functions of federal 
securities and banking regulators. 



"See Board of Govemora of the Federal Reaerre System. Federal Deposit Insurenee Corpora- 
tion, Office of the ComptroUer of the Cimtaey and OtRix of lluift Supervition, "luttngtacy 
Statement on Retail Sa&e of Noodepoait Investment PradueU,' iisued Febniaiy IG, 1B94. 
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V. H.R. lOaa, THE "financial SERVICBS COMPBTnrVENESS ACT OP ime" 

Mr. Chaiimen and Members of the Subeomiiutteea, H.R. 1062 makes a veiy i«b1 
contribution to the debate over GlaM^teagall reform and efforts to modernize our 
finandal serviceB regulatot^ structure. HiR. 1062 would fUrther the principle of 
functional regulation 1^ repealing the blanket exclusion of banks from the defini- 
tions of broker, dealer, and investment adviser under the federal securities lavra. In 
addition, the bill would amend various provistons of the Investment Company Act 
of 1940 to take account of the increasing Dank involvement in the mutual fund busi- 

Por these reasons, NASAA senerally supports the objectives of H.R. 1062. How- 
ever, we are deeply concerned uiat the bin's numerous exemptions &om broker-deal- 
er regulation p-anted to the banks would serve to undermine the principle of fiinc- 
tional regulation that H.R. 1062 seeks to promote. In testimony before the House 
Committee on Banking and Financial Services, the Securities and Exchange Com- 
mission enumerated 13 exemptions that the bill would create for bank brokerage ac- 
tivities. These exemptions would permit banks to engage in a wide range of securi- 
ties-related activities without being subject to securities regulation. 

As approved by the Banking Committee, exemptions &om the definition of 
'^roker^ are provided for: banks that engage in brokerage activities in connection 
with networking srrangements; certain trust activities; transactions in exempted se- 
curities, inclu(flng government securities; transactions in municipal securities; 
transactions in connection with employee or shareholder benefit plans; money mar- 
ket sweep transactions; aEBliate transactions; private placements; banks that limit 
their brokerage activities to fewer than 800 transections per year in securities for 
which a ready market exists plus 200 other transactions per year in any other types 
of seouities (the so-called "oe minimW exemption) transactions; safekeeping and 
custody services; clearance and settiement activities; securities lending; and agency 
transactions involving repurchase aKreements. 

Exemptions from the aefinition of "dealer" are provided for banks thst engage in 
transactions involvine: (i) exempted and similar securities; (ii) municipal securities; 
(iii) bank and trust oiepartment transactions for investment purposes; and (iv) cer- 
tain categories of asset-backed securities. 

NASAA shares the concern about these exemptions articulated b^ SEC Chairman 
Levitt in his March 16, 1995, testimoiw before the House Committee on Banking 
and Financial Services. As Chairman Levitt pointed out, some of the exemptions 
contained in the bill are consistent with Commission policy. However, NASAA be- 
Ueves that it would be preferable to write a strong fimctional regulation provision 
end then provide the Ctmunission with the exemptive authority it needs to respond 
to an ever-changing marketplace. As such, NASAA echoes the SEC's suggestion that 
the Commission be granted authority to impose additional safeguards or to create 
specifically tailored exemptions in consultation with the appropriate banking regu- 
lators to account for the continually evolving marketplace. 

In addition, during the Banking Committee's consideration of H.R 1062 a new 
provision was inserted which would allow a bank to conduct certain securities activi- 
ties directly, throng a "separately identifiable department or division" (SID) of the 
bank, even if the bank has a securities afBIiate. "nie SID would be required to reg- 
ister as a broker-dealer and would be subject to oversight t^ a securities self-regu- 
latory organization. While the SID would be aubiect to SEC rulemaking, it would 
be «umpt from broker-dealer net capital rules. NASAA's concerns about this t^e 
of arrangement center around the inherent oversiebt and examination difiiculties 
raised by such a construct, as well as the net capital rules exemption. 

Furthermore, H.R. 1062 would authorize the Federal Reserve to permit banks, 
through SIDs, to effect transactions in any security the Federal Reserve determines 
is "more appropriately treated as s bank product." NASAA agrees with those who 
have suggestea that such an exemption potentially could allow a range of securities 
to be. traded and brokered by bank SIDs. 

NASAA has been an outspoken advocate of requiring that the securities activities 
of banks be conducted through separate affiliates that are licensed as broker-dealers 



preferable to or requiring a sepsrate affiliate. As a result, NASAA respMtfully en- 
eouragea the Commerce Committee to reject the SID approach and instead to re- 
guire that all securities activities of banks be conducted wrough separate nf^li^^^i» 
niUy Butnect to SEC oversight. 

tfASAA's final comment with respect to the specific elements of H.R 1062 is in 
support of the bill's prohibition on banks sharing confidential customer information 
with any affiliated securities operation. NASAA oelieves that n 
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would be extremely disturbed io leant that financial institutionB routinely ebare 
with securitieB saleaperso&B what commonly is considered to be confidential infor- 
mation about the customer's finances, incluoing the maturi^ dates of certificates of 
deposit. A strict prohibition on such information sharing should be adopted. 
State and SRO Efforta to Update Regulatory Ovenight 

It also is recognixed that a serious effort must be undertaken to review the extent 
and effectiveness of current state securities regulatory oversight The first order of 
business for state securities regulators has been to gather iiubrmation about what 
is going on in the marketplace and to get a better sense of how it is that banks 
are entering the securities business. Currently, NASAA has two committees charged 
with working on this emerging issue. These committees are reviewing state securi- 
ties laws ana r^ulations to determine what changes may be necessary in view of 
the expanding role that banks are playing in the securities marketplace. In addition, 
NASAA is taking a hard look at ue current statutory authori^ of state securities 
regulators to determine what changes may be necessary in the oversight of ro- 
istered broker-dealers who operate on bank premises. 

NASAA also would like to take this opportunity to commend the National Associa- 
tion of Securities Dealers (NASD) for thrar efforts to respond to this issue bypropos- 
ing new rules eoveming securities firms operating on bank premises.'^ The pro- 
posed rules would apply exclusively to the activities of NASD members that are pro- 
viding broker-dealer services on the premises of a financial institution where retail 
deponts are takea The rule would, among other things: (1) specif where on a 
bank's premises a broker-dealer may provide securities services; (2) limit the activi- 
ties and compensation of unregistered personnel; (3) require broker^dealers to imple- 
ment supervisory procedures; and (4) mandate specific disclosures to customers. On 
February 16,1994, NASAA submitted comments to the NASD in support <d the pro- 
posed rules, *3 

V. CONCLUSION 

Mr. Chairmen and Members of the Subcommittees, there can be no doubt that 
the time has come for Congress to act to address comprehensively the interrelated 



I of securities activities conducted on bank premises and am>ropriate safe- 
guards to protect investors. Absent clear guidance from Congress, fede ' ' 
regulators nave embarked o 



fletely upend any remaining separation between banking and brokerage activities, 
or example, after years of m(M« modest administrative actions that mpped away 
at the Glass-Steagml barriers, the Office of the Comptroller of the Currency more 
recently sugeestea sweeping revisions to its rules to permit an operating subsidiary 
of a national bank to engage in securities activities m which the bank itself would 
be ineligible to en^ige. Rather than continuing to allow federal banking regulators 
to circumvent the GlaBS-Steagall Act by r^ulatory fiat. NASAA encourages Con- 
gress to act to make clear its intentions in this extremely important area. 

H.R. 1062 makes a tremendous contribution to the debate over financial services 
modernization. For that, its authors and the Members of the Banking Committee 
are to be commended. However, as approved by the Banking Committee, the WX 
Bufiers from serious flaws— flaws that should be corrected beiore the bill is consid- 
ered on the House floor. The consequences of not acting prudently here will be felt 
not only by conaumere who purchase investment products on bank premises, but po- 
tentially by taxpayers and the economy itself 

NASAA would be pleased to assist the Subcommittees and the full Committee as 
you consider these important tssuee. Thank you. 

Mr. Fields. Thank you, Mr. Feigin. 

Mr. Martin Mayer of the Brookings Institution. 



"5w NASD Notice to Member* 94-94, December 1994. 

>*Th« NASAA letter reads in part: 'Several of the ipedfic elements contained in the NASiys 
proposed rule are draigned to reduce the confusion of caniumers who purchsae Inveitment prod- 
ucts on bank premise*. A* such, the proposed rule repreaenti an important step forward in the 
furtherance of inve*tor noteetiim . . . it ii NASAA'* view that the following elements of the rule 
proposal ahould be impl«Dentad: (1) idiyaical separation of tvoker-dealer service* on tl>e prem- 
ise* of a financial inititution; (2) new procedures governing communications with the public; and 
(3) a requirement that cuitomera aduiowledge in writing that they understand the risks, dtss 
and lack of iniurance aasodaled with investment products purchased on bank premises." 
NASAA also eiprcased *upport tot the pioviiions reganliag compensation of financial institution 
employee* for referral*, previiioni related to aoUdtation, and those related to the lupervidon 
and reaponsibility for empltQFeea, 
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ISl 
STATEMENT OF MARTIN MAYER 

Mr. Mayer. Thank you. I speak for myself, not for Brookings, of 
course. 

Mr. Fields. Yes. You may want to make that statement again. 

Mr. Mayer. Yes. I speak for myself and not for Brookings, obvi- 
ously. 

I would like to take a minute to reinforce what Mr. Feigin just 
said about the infrastructure in being. The securities acts are en- 
forced to a very large extent through self-regulatory organizations, 
like the New York Stock Exchange, the National Association of Se- 
curities Dealers. To the extent that the banks do these things with- 
in the bank on an SID basis, it may be very difElcult to make the 
actual operative securities regulation of the country work in that 
context. 

On my own statement, what has concerned me about most of this 
is that people tend to lose sight of doughnuts and talk about holes. 
What the Nation needs is a secure, efficient payment system gener- 
ating a money supply that responds to the needs of trade, while 
stabilizing the price level; a bank lending apparatus that chooses 
conservatively and intelligently among applicants for credit in a 
time when, as Dennis Weatherstone put it, the capital markets 
dominate the credit markets; and a market system that effectively 
allocates investment to the industries and companies that will use 
the money most profitably in the production of goods and services. 

What the Nation should worry about is not that we have a pecu- 
liar regulatory system, though we do, and not that the profits from 
participating in the flnancieu services industry are unfmriy divided 
between this sector and that, which is like the sex of a hippo- 
potamus, a matter of significant interest only to another hippo- 
potamus. Instead, we should be troubled by a payments system 
that wastes more than $40 billion a year on outmoded paper-han- 
dling technology, probably $60 billion, including postage, thanks to 
regulation of the Fed, inviting competition from what may be a 
veiT irresponsible entrepreneurship that is out there working now, 
a bloated D£tnking system that we do not know how to reduce with- 
out risking a debt deflation, and that is increasingly reluctant to 
make the small- to medium-size business loans which are its social 
and economic function; an insuremce industry that pays out too 
much of its policyholders' resources to brokers and lawyers, and in 
many areas, operates always on other people's money without effec- 
tive regulation or supervision, and a securities industry that in- 
creasingly lives by trading against its customers. 

Remedies to these ills, any one of which could turn serious at 
any time, are what we need from legislation. Proposals should be 
judged by their contribution to these goals, not to the comfort or 
proflt of the participants in the industry. 

Still, questions of r^ulatory organization, government-sponsored 
competitive advantage may well dictate the capadty of a private 
sector system to respond to challenges and the ability of govern- 
ment to exercise policy. 

Glass-Steagall was not a bad idea in its time. It has been, as 
they say in the State Department, overtaken by events. The end re- 
sult of all the changes in technology, procedure, and theoretical un- 
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derpinning has been to confuse the relationship of the government 
and the private sector and this essential sector of the economy. 

My view of government regulation of financial markets is that 
there are horses for courses. All markets, as Russia daily dem- 
onstrates, rest on a legal order, which must be created and en- 
forced. Some of the work of financial institutions is heavily charged 
with the public interest and some is not. A bank that keeps trans- 
action balances and makes loans creates money, because the de- 
[>ositor still has his money on demand etnd the borrower gets his 
oan in the form of a deposit. Creating money is a sovereign func- 
tion and the government had better not lose control over it. 

There is a cover piece in this week's Business Week in which I 
am quoted as saying that the Fed could lose control of the money 
supply, and that is true. Ever since cash management accounts and 
home equity loans gave people the chance to monetize their securi- 
ties holdings in their houses, it hEis been dicey, and soon cybercash 
will present further complications. 

Meanwhile, regulatory enthusiasm for bilateral netting and per- 
mission for securities firms to cross or fill orders in their ofnces 
take more and more transactions out of the public arena, diminish- 
ing the information available, first to the investing and trading 
public, and eventually an inevitable progression to the r^ulators 
themselves. This is a more important question than GlEiss-Steagall. 

To the extent that repeal of Glass-Steagall mesms simply permit- 
ting banks to do security business 2tnd security houses to accept de- 
posits, it is obviously no big deal, quite apart from the question of 
whether the Fed let the horses out before setting fire to the bam. 
Cash management accounts put brokers in the consumer banking 
.business more than a decade ago and Joseph Grundfest observed 
when he was an SEC commissioner in the 1980's that a term loan 
is nothing but an illiquid junk bond. 

In these days when b£inks decide whether or not to make a loan 
according to how strong the market seems for pieces of that loan, 
loan participations may well be more liquid than junk bonds. The 
same dealers trade both at the same time. 

It is, of course, important that people understand that whatever 
they buy from a bank's securities afmiate or securities subsidiary 
is not FDIC insured, and not every bank I visited does a good job 
at telling that to people. The optimum way to handle thisj^blem 
is to diminish the fraction of what the bank does that is FDIC in- 
sured so that the people do not automaticaUy expect their govern- 
ment to stand behind what they find at a bank. 

The insurance industry, I think, is wrong on almost everything 
else, but it is ri^t on its insistence that banks ought not to be al- 
lowed to offer FDIC-insured annuities. Banks should be permitted 
to offer individuals or the market whatever investment contracts 
they wish to write. But the government should insure only plain 
vanilla. 

Mr. Fields. Mr. Mayer, could we ask you to summarize, please? 
Your statement will be included in the record in its entirety. 

Mr. Mayer. Sure. Thank you. 

I do want to stress that there is a deposit insurance question in 
this. The extent of the separation between the bank and its securi- 
ties sub or siffiHate must reflect the extent to which the taxpayer 
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is on the hook for the bank's losses. If you can get a narrow bank 
where the bank can invest only in government securities and com- 
mercial paper, then you don't have to worry about where the secu- 
rity sub is. Where the bank and the securities afiUiate are dealing 
in the same sort of instrument, then I think you have to be very, 
very careful about it. The firewalls delay, but they won't stop fires. 

The other — I would like to deal with two of tne questions that 
were sent to me. One is credit enhancement, and I would like to 
say that, in general, both securities subs and affiliates should be 
required to purchase any necessary credit enhancement in the mar- 
ket when they act as underwriters to assure an independent analy- 
sis of the risk. 

On the capitalization question, in practice, the market will per- 
mit securities companies to operate with very little capital. There 
seems to be a sugar daddy in the background, and that has to be 
avoided. And it could also be noted that capital requirements are 
not a safety and soundness question; they are a regulatoiy instru- 
ment. It is very unusual that a regulator will demand a capital in- 
fusion into a bank or a securities firm before the market has de- 
cided it won't put another penny in. 

Accounting questions have immense day-to-day impact. The Ar- 

fentine debt paper that was placed with financial institutions went 
own in the market to 94 and had to be carried by the securities 
houses at 94. The banks are still carrying it at 100. We must have 
uniform accounting for both sides. 

There must also be a recommendation of a Shadow Regulatory 
Committee, some compulsion on the Fed to price daylight over* 
drafts. Otherwise, if a securities firm within a bank can get vir- 
tually a free daylight overdraft and the securities firm outside has 
too much to spend, then we to have very careful about competitive 
imbalances. 

In the end, all regulation should be functional, and my own feel- 
ing is that we have to place derivatives in a securities subregulated 
by the SEC, which can require fiill disclosure of the instrument the 
salesmen are peddling. To the extent that banks or the banking 
regulators find it awkward to have the SEC controlling some part 
of the bank, the affiliate structure is a natural solution. 

[The prepared statement of Martin Mayer follows:] 

Prepared Statement of Martin Mayer, The Brookings Institution 

What concerns me most in diicussions about GlaBs-Steagall reform— nobody ia 
really talking about outright repeal, which might wipe out deposit insurance — is 
that ¥ire lose sight of the doughnut and talk only about the hde. What the nation 
needs ia a secure, ef&cient paj|menta sjratem generating a money aupply that re- 
sponds to the needs of trade wmle stabilizing the price level; a bank lenoing appara- 
tus that chooses conservatively and intelligently among applicants for cradit in a 
time when, as Dennis Weatherstone put it, the capital markets dominate the credit 
markets; and a market system that enectively allocates investment to ttie industries 
and companies that will use the money most profitably in the production of goods 



What the nation should worry about is not that we have a peculiar regulatory sys- 
tem, though we do, and not that the profits from participatine in the financial serv- 
ices indust^ sre un&irly divided between this sector and tnat, which is like the 
sex of a hippopotamus, a matter of significant interest only to another hippo- 
potamus. Instead, we should be trouUea by a paymenta system that wastes more 
than $40 billion a year on outmoded paper-handling technology (probably $60 biUion 
:_ .1. >r ..._....' -. -^ ccnnpetition fivm what may wdl M a verv irreeponsible 
■'"' ' — '"' ' — """' ~"" '- ~-' ' w to reduce 

d by Google 



without riekinK ■ debt deflation, and that ia inereaain^y reluctant to make the 
small- to medium-sized business loans which are its social and economic (unction; 
an insurance industry that pays out too much of its policyholders' resources to bro- 
kers and lawyers, and in many areas operates, always on other people's money, 
without effective regulation or supervision; and a securities industry uiat increas- 
ingly lives by trading gainst its customers. Hemedies to these ills, an; one of which 
could turn serious at any time, are what we need from legislation. Proposals should 
be judged bj[ their conmbution to these goals, not to the comfort or profit of the 
participants in the industry. 

Still, questions of r^ulatory organization and govemment^ponaored competitive 
advantage may well dictate the capacity of a pnvate sector system to respond to 
challenges, and the ability of government to execute policy. As Professor Hyman 
Minsky observed in a recent talk to the Levy Institute, the Banking Act of 1936 
knocked the theoretical props out from under both the Federal Reserve Act of 1913 
and the GlasB-Steagall Act. The latter were based on a real-bills theory of money, 
the notion that eacn level of economic activity calls forth the proper money supply, 
and the Federal Reserve's window and open market operations should therefore be 
restricted to the discount, purchase and sale of privately generated commercial 
paper. The Banking Act of 1935 was based on the theory tnst a national currency, 
as part of the national debt — the part of the national debt on which no interest is 
paid — should rest on a backine of Treasury notes and bills. The other shoe dropped 
■Ti 1968, when the drain of gold from our vaults compelled the Congress to repeal 

Jie section of the " ' ' ' ' - -. ■ ■ ,, 

Notes that are o 

was until then our one-dollar bill. 

Let me note in passing that while the real-bills theory is now either outmoded 
or disproven, depending on your prejudice, it remains the real basis of monetarism, 
which simply presents the reverse of the same coin. Instead of ccnnmercial borrow- 
ing creating the right money supply, the monetarists assume that the ri^t money 
■— - ■aflieri "• ' " ' ' -^ "-- "■ -~ --^' ■■ 



e right amount of commercial borrowing. Glass-S 
n its time; it has been, as they say in the State Department, overtaken 
by events. The end result of all the changes in technoloOT, procedure and theoretical 
underpinning has been to confuse the relationBhip of the government and the pri- 
vate sector in this essential sector of the economy. 

My view of government regulation of financial markets is that there are horses 
for courses. All markets, as Russia daily demonstrates, rest on a legal order, which 
must be created and enforced. Some of the work of financial institutions ia neavily 
charged with the public interest, and some is not. A bank that keeps transaction 
balances and makes loans creates money, because the depositor, still has his money 
on demand, and the borrower gets his loan in the form of a deposit. Creating money 
is a sovereign function, and the government had better not lose control over it. 
There's a cover piece in this week's Business Week in whi(\h 1 am ouoted as sayinf 
'* e Fed could lose control of the money supply, and that's true. Ever since cash 



management accounts and home equity loans gave people the chance to monetize 
their securities holdings and their houses, it's been dicey, and soon cybercash will 
present further complications. Meanwhile, regulatory enthusiasm for bilateral net- 
ting and permission for securities firms to cross or fill orders in their offices take 
more and more transactions out of the public arena, diminishing the information 
available first to the investing and trading public and eventually in inevitable pro- 

S'ession to the regulators tnemselves. 'Tnis is a more important question than 
lass-Steagall, ana is getting a lot less attention frran either the regulators or the 
Congress. 

To the extent that "repeal of Glass-Steagall" means simply permitting banks to 
do securities business and securities houses M accept deposits, it is obviously no big 
deal, quite apart from the question of whether Fed let the horses out before setting 
fire to the barns. Cash management accounts put brokers in the consumer banking 
business more than a decade ago, and Joseph Grundfest observed when he was an 
SEC Commissioner in the 1980s that a term loan is nothing but an illiquid junk 
bond. In these days when banks decide whether or not to make a loan according 
to how strong the market seems for pieces of that loan, loan partidpations may well 
be more Uquid than junk bonds. The same dealers trade both at the same desks. 

It is of course important that people understand that whatever they buy from s 
hank's securities affiliate or securities subsidiary ia not FDIC-insured, and not every 
bank I've visited does s good job at telling^ that to people. The optimum way to han- 
dle this problem is to (Uminish the fi-action of what the bank does that is FDIC- 
insured so that people do not automatically expect their government to stand behind 
what they find at a bank. The insurance industiy. while wrong on almost everything 
else, is nght in its Insistence that banks ought not to be allowed to offer FDIC-in- 
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o offer individuals or the market what- 
but the govemmeat should insure only 

Even with the aura of safe^ that permeates the bank building, people do not seen 
to wish to do their seeuritiea cnuinesa there. A very hi^ frat^on of what the banks 
sell in their securities operations seems to be money-market mutual flmds, which 
are not that different from bank accounts. Bank of America's experience with 
Schwab. Citicorp's experience with Quick & Reilly and now NationsBank's experi- 
ence with Dean Witter all argue that we may be worryins more than necessary 
about the banks taking over securities brokerage. Meanwhile, I agree that banks 
should be allowed to offer the public their own as well as others' mutual funds: if 
the fUnds of the trust customer can be commingled in a bank mutual fund, I can't 
see why the banking customer must be offered only a third-part^ fund. 

Deposit insurance cannot be diminated frcm these discussions, however: it re- 
mains, in Hoss Pent's splendid phraM, the crazy aunt in the attic. The extent of 
separation between the bank ana its securities sub or affiliate should reflect the ex- 
tent to which the taxpayer is on the hook fbr the bank's losses. I have come around 
to something like the Robert Litan narrow bank, otherwise the Heimr Simons/Irvii^ 
Fischer/John H. Williams solution of a 100% reserve system. The bank which has 



your cheddi^ account will be permitted to invest only in government paper and 
maybe a little short-term commercial paper, like a money market fund. That bank 
can be insured, though it won't need insurance, and the existing funds in the FDIC 
will take care of the risk forever. 

Such a bank can be owned by a holding company that has other afiUiates, or can 
be a fi«e-standing bank with subsidiaries that do other things: doesnt matter. All 
the other assets tne bank has will be funded with txnuht money of one kind or an- 
other, and the suppliers of that money will be at ru3L like the purchasers of anv 
security. The narrow bank can't lend money to its securities sub and the sub cant 
bail the bank out of its bad loans (which was fisiriy common in the 1920b — the au- 
thors of Glass-Steagall were at least as disturbed b^ the losses loaded on the pubUc 
throtwh the activibes of the securities afBliates of^the banks as they were by any 
beliefihat the securities subs have killed the banks, and it is deceptive to leave out 
that part of the 1920s story). Thus, neither the int^rity of the payments system 
nor tne deposit insurance fund can be endangered by the odstence of a securities 
subsidiary. 

To the extent that the bank invests in a variety of assets and the work of the 
bank and the work of the securities firm are intenmngled, it would be wise to main- 



the regulators would ivish to do so is not clear — they t«nd to be susceptible to the 
argument that confidence is so important in banking that the bankrupt*^ or even 
cnticism of any part of the holding company cannot oe tolerated. But if it's a sub, 
they don't even get the opportuni^ to exercise good judgement. 

It is in this context, too, that you should seek the answer toyour questions about 
credit enhancement. In general, both securities subs and aullates should be re- 
quired to purchase any necessaiy credit enhancement in the market when they act 
as underwriters, to assure an independent analysis of the risks. I would add that 
it seems me sound policy to require that credit enhancement for securities backed 
bg bank loans should be in the form of recourse to the bank, not in the form of in- 
surance. What makes banks specisl and different in their economic role is that they 
are supposed to nourish relationships with their borrowers. 

The Drief answer to your capitauzation questions is that in practice the market 
will permit securities companies to operate with astonishingly httle capital if there 
seems to be a sugar daddy in the background. Kidder Peabodv had about one-half 
of one percent capital in summer 1993, but it did have GE Capital behind it. Hy 
instinct UUb me that capital should be aegnmted for securities affiliates or subs. 
One notes in passing that the Comptroller did not petinit banks to set up deriva- 
tives affiliates that would have to be separately capitalized, because he dion't want 
the capital taken out of the banks. 

It snould also be noted that capital requirements are not really a safety-and- 
Boundness question. They are a regulatoiy instrument. It is very unusual that a reg- 
ulator will demand a capital infusion into a bank or a securities firm before the 
maritet has decided it wont put another penny into that place. Especially in these 
days when ^our capital consists of the asserted value of your inventory less your 
cost of acquiring it (known as "^e recondlletion account"), apparently well-ceirital- 
ized financial services companies can go under just about as fast as apparently poor- 
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ly-capitalized companies. Uniform accounting is the real need — and the bank regu- 
lators have Just signed away their right to impose reapaetable aecountiiig standaras 
in the new Basel agreements on derivatives. 

These accounting questions, by the wajr, have immense day-to-day irojiact Re- 
cently it became necessary toplace a large issue of Ai^ntine debt paper with Amer- 
ican financiBl institutions. Tnev boiwht it to yield a little less than the market 
thought Argentine paper should yield, and it traded down about 6% the first day. 

The mvestment banks that had bought the papw h"" ' "- " ^ — '- "' ' 

diately; the bank rMulaton allowed the banks to a 
wished— at 100. Telfme about levd playing fidds. 

On the matter of the Wholesale Financial Institution, 1 agree with the Shadow 
Regulator Committee that it's a wholesale red boring. The federal subsidy rep- 
resented by access to the discount window and FedWire obliges the coptinuaiKe of 



._ „,_ „ 1 and the status of securities Bubaidi- 

aries — that the Fed must be ordered to move immediately to realistic pricing for 
dayliriit overdraAs. If a securities firm can take advantage of the Fed's virtually 
eo•^tree dayUght overdrafts under the umbrella of a bank, while an outside securi- 
ties firm must pay for such services, the competitive imbalance will be severe. 

Finally, I thmk functional regulation is the onlv way to go. The SEC has a long 
tradition of believing that even though those fellows on Wall Street make more 
money than we do, they're no smarter than we are. Banking regulators have a dan- 
gerous tenden^ to believe, even when the explanations are ridiculous, that bankers 
really know what they're doing. 

Hie SEC has backslid in recent years — I have just finished writing a book about 
Lloyd's of London, which hopes to take about $3 billion out of the pockets of Ameri- 
cans who receivea no protection fi'om the Securities Act because uie SEC bureauc- 
raty infc»mally aneed with Lloyd's lawyers that the three thousand Americans who 
agreed to become Names, most of them small businessmen and professionals of little 
experience in securities or insurance, qualified for status as sophisticated inves- 
tors." But it's nothing like the abdication of the banking r^pilators who insisted 
that Bankers Trust in its dealings with Gibson Greeting Ckida and Procter & Gam- 
ble was under no duty to determine the suitability for these customers of the intri- 
cately structured derivative instruments the bank sold them — even though the valu- 
ation of the instruments could be done only through a computer program the bank 
decided was proprietary to its traders and could not be revealed to the customers. 
No matter how dose ue other relations between a bank and a customer are, the 
banking r^ulators have insisted that when the bank acts as a trader it acts at 
arm's lengw and may properly take an attitude of caoeat emptor. 

The correct rebuke to these attitudes is to place derivatives activities in a securi- 
ties sub or affiliate regulated by the SEC, wnich can require fiill disclosure of the 
instruments the salesmen are peddling. To the extent that banks or the banking 
r^ulators find it awkward to hJave the SEC controlling some part of the bank, the 
affiliate structure would be the natural solution. 

Mr. Fields. Mr. Mayer, thank you for your summary or detailed 
conclusion. No; thank you very much for your testimony. Your 
statement will be included in its entirety for the record. 

Mr. Feigin, Ma. Randall, let me ask you. Ms. Randall, in your 
testimony, you note that 17 states allow banks to underwrite secu- 
rities through subsidiaries. Are those subsidiaries subject to reg- 
istration with the state securities commissions? Are they subject 
only to state banking commission regulation? 

Ms. Randall. Mr. Chairman, we should probably get you a more 
detailed survey of those 17 states. Certainly in New Jersey, if there 
were to be any underwriting activity by a state-chartered bank, 
that underwriting activity would have to be first approved as an 
expanded bank power by the FDIC. There would be registration, I 
believe, with the SEC and our State Bureau of Securities as well. 

Mr. Fields. Mr. Feigin. 

Mr. Feigin. I think the answer here is that the only thing ex- 
cluded from either state or Federal regulation is a bank, not an af- 
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filiate, not an affiliate of a bank, not a subsidiary of a bank. So as 
soon as you form a sub or an aiSliate, all of the bank exclusions 
go away and you have a corporation engaging in Eictivity that re- 
quires licensing or registration. So if underwriting Is engaged in by 
a bank sub, it is done so as a fully registered broker-dealer. 

Mr. Fields. So do the state securities commissions become in- 
volved with securities fraud investigation of those subsidiaries or 
is that done exclusively by the banlung commissions? Or does that 
also vary state by state? 

Mr. F^IGIN. It may vary, but I think it is far more likely that 
if fraud occurred in an underwriting conducted by a bank-affiliated 
broker-dealer, the state securities agency would be far more likely 
to investigate it than the banking regulator. I think the banking 
regulator starts to get involved when the assets of the bank may 
come — may become exposed in some kind of a liability setting. 

Mr. Fields. What about private placement? 

Mr. Feigin. Again, if it is an affiliate and it is a fully registered 
brokerage firm, who owns it is of not much importance to us, so 
that it would make no difference if it is a private placement or a 
public underwriting. They still engaged in the business and if they 
committed fraud, we would investigate. 

Mr. Fields. In the 17 states that allow securities underwriting 
of subsidiaries, do any of them require the subsidiaries to be sepa- 
rately capitalized? 

Mr. Feigin. My guess would be that if they are subs or afliliates 
in separate corporations, they are likely required to be broker-deal- 
ers by the Federal Government as well, so the Federal capital re- 
quirements and also those imposed by the NASD take hold, and 
they, I think, almost universally fulfill any capital requirements 
under state law. 

Ms. Randall. Again, if I may, Mr. Chfurman, in those 17 states, 
we probably have a variation state to state in terms of the exact 
description, but I would certainly submit that it is appropriate to 
have independent capitalization requirements for those operating 
subsidiaries of banks where those limited underwriting activities 
do take place. 

The state bank experience, generally speaking, in the underwrit- 
ing of securities area, is somewhat limited and I believe Chairman 
Heifer has also previously testified to that effect. 

To the extent that we have a track record, it has been a sound 
one, and the securities endeavors of those banks have proven to not 
be a problem in terms of the safety and soundness of the insured 
institution. 

Mr. Fields. My time is about to expire. I have got some other 
questions in this area. I would like to submit those to you for your 
response for the record. 

The Chair will now recognize the gentleman from Massachusetts, 
Mr. Markey. 

Mr. Mabxey. Thank you, Mr. Chairman, very much. 

Mr. Mayer, on page 10 of your testimony, you say that functional 
regulation is the way to go and you prefer a healthy skepticism 
from the SEC looking at these activities rather than a bank regu- 
lator's boosterism. 
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Can you critique for us the SID's structure as propyosed in this 
legislation? 

Mr. Mayer. I would be quite concerned about the ability of bank- 
ing regulators to enforce the securities act. We go abroad for the 
best recent example, which is Barings, where the Bank of England 
was very clearly blindslded by what was going on at Barings Bank 
and Barings Securities, and the Fed, incidentally, was also 
blindslded. CitibEuik put up 57 million bucks for Iiu-. Leason in 
Singapore and the Fed didn't even know about it and the Fed 
doesn't believe it to this day, but they did. 

There is a naivete about banking regulators on the whole, p£ir- 
ticularly in dealing with securities matters, and I cannot see what 
we gain in asking people and not trying to enforce a body of law 
to go do it when there is an existing, particularly self-regulatory or- 
ganization, which goes about that business every day. 

Mr. Markey. And what about the history of the 1980's? A couple 
of thousand S&Ls and banks went under in the 1980's. 

Mr. Mayer. That is the accounting procedure question really, 
and this Congress after all, in the Gam-St Germain Act, validated 
what Richard Pratt had done at the bank board in terms of chang- 
ing the accounting rules for federally insured depository, S&Ls and 
banks both. 

The experience of the S&Ls is that — there were two. Let me take 
1 minute. One is that the S&Ls were losing their social function 
because Fannie and Freddie were taking over the financing of 
housing. They were in deep trouble. They had $700 billion of as- 
sets. We encouraged them to grow out or their troubles. They got 
to $1.4 trillion of assets. Not surprisingly, a lot of those assets were 
no good. We got out cheap at $150 or $200 billion. 

But the other part of it is that the Congress looked at a set of 
institutions that were in deep trouble, and said, gee, we have got 
to find some way to get them out of trouble and, really, there was 
no way to get them out of trouble and we made the trouble worse. 

To some extent, when you look at the banks today, you look at 
the same sort of overcapeicity that you had in the S&Ls. You have 
got $3.5 trillion of liabilities. You don't have $3.5 trillion of good 
bankable assets, so you seek for ways — they look healthy today, but 
they are not underneath. 

You seek for ways in which they can continue to make a living 
because they are very important organizations. A good deal of this 
effort is that. And you do have to be terribly careful that in doing 
that, you are not duplicating this set of problems in which guys get 
into businesses they don't understand because they cemt miQce 
money in their own business. 

Mr. Maskey. So how do we view this as we introduce more secu- 
rities and insurance into the picture and the risks that are entailed 
if the system can't adequately deal with the risks that are being 
introduced? 

Mr. Mayer. It is functional regulation, I do believe, and you have 
to avoid doing things like permitting, for example, the creation of 
exotic derivatives which would otherwise be forbidden by the gam- 
ing laws, to go ahead without fairly, fsiirly close regulation of them, 
very — I mean, what is done in the Chicago marltets is mostly a 
great contribution to the country. What is done in bank back rooms 
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in terms of constructing special things may or may not be a con- 
tribution. The people who are more likely to have an intelligent 
view of that are the securities people, not tne banking people. 

Mr, Markey. Now, you heard my question to Chairman Green- 
span about whether or not exotic derivatives should be placed in- 
side of the bank and not in a separate subsidiary, and he demurred 
as to whether or not, in fact, it would or would not be there. 

What is the recommendation that you would have with regard to 
that? 

Mr. Mayer. He said it is in the bank now. The securities houses 
form separate subsidiaries to trade derivatives, Salomon, Merrill 
Lynch, Morgan St^lnley, all of these guys have their own subsidiary 
that trades derivatives. The banks wanted to do that, in fairness 
to tiiem. The Fed and the comptroller wouldn't let them because 
they wouldn't let the capital be taken out of the bank. 

I think that they should be done in separate subsidiaries, which 
are to some extent severable and they should have to earn their 
own AAA ratings. 

Mr. Markey. What happens if they are not? 

Mr. Mayer. I wouldn't be surprised if we will have some news 
stories within the next year that tells us what happens when they 
are not. The comptroller and the Fed are still permitting banks to 
carry inverse floaters and structured notes at their historic cost, 
even though thev are worth a great deal less and there are some 
very misleading bank bftlance sheets as a result. 

Mr. Markey. Thank you, sir. 

Mr. Fields. The Chair will now recognize the gentleman from 
Iowa, Mr. Ganske. 

Mr. Ganske. Thank you, Mr. Chairman. I just have a brief ques- 
tion for Mr. Mayer. 

In light of what is already going on with the courts and the OCC 
how important is it that we do something about Glass-Steagall? 

Mr. Mayer. It is such a mess now. There are so many Etspects 
of banking regulation in this country that are such a mess. It is 
certainly worth working at it, and I also think that it is much bet- 
ter to have a legal framework within which people operate, rather 
than having a legal framework which can be chipped away at here 
and there by the Fed, sometimes in response to special pleadings, 
sometimes in response to the fact that the technology of the world 
has changed a great deal. 

I think this is something that should be done, but I think it 
should be done very carefully. You know, reference wEts made to 
the Swiss banks and others earlier. The deregulation of banking 
has been a worldwide disaster. The Scandinavian banks nearly all 
went under. The British banks have been in terrible trouble. The 
Swiss banks are not happy campers. The German banks are not 
happy campers, and the Japanese banks we know about. It is not 
something you can do on a wholesale basis and expect to be happy 
with the results. Guys tend to do better in businesses they unaer- 
stand. 

Mr. Ganske. I appreciate it. 

That is all, Mr. Chairman. 

Mr. Fields. Thank you. 

The gentleman from California, Mr. Cox. 
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Mr. Cox. Thank you. I would like to address this question to any 
one of the three of you that cares to respond, but I will start with 
Mr. Feigin because it was your testimony that caused me to think 
about it. 

You emphasized your view that we should try to achieve physical 
separation of the sale of bank product and ^e sale of securities 
within the bank lobby. They shouldn't be offered from the same 
desk, physically. They shouldn't be offered from the same teller 
window or what have you, and the first thing that occurred to me 
is that that is an antiquated notion because we are doing so much 
of this now in other ways than people walking into lobbies, sitting 
down and talking to someone, ATM, for example, for a lot of rou- 
tine commercial transactions, computers that people have at home, 
or at their offices, even for personal transactions, and bigger com- 
puters for companies and so on. 

So that that might not buy us much, but I ask myself, why is 
it that we are interested in this kind of physical separation? Of 
course your concern is that we want to cordon off anything that is 
government insured from Einything that is privately insured. 

Now, I have a money market fund that behaves, as far as I am 
concerned as a consumer, exactly like my savings account would 
behave at a bank, and through devices that you are well aware of, 
I am able actually to write checks and it looks to me exactly the 
same way as it would look if I had a regular bank account. 

But earlier, one of the bank regulators suggested that I was 
making an election to have a noninsured account. In fact, my mon- 
eys are all insured, but they are not government insured; they are 
privately insured. Isn't what we are talking about here indulging 
the notion that somehow government insurance is safer than pri- 
vate insurance? 

Mr. Feigin. I think there are a couple questions in there, but 
first let me comment on physical separation. I think that is one 
component of a suggestion or an urging, to try to figure out a way 
to convince the public away from the 60-year notion that when they 
deal with a bank, they are dealing with an insured or safe environ- 
ment. When they go to a brokerage firm, that is a different — that 
is an election. So the physical separation, so-called potted palm 
idea of keeping it separate, was just one way of attempting to 
cause the public to recognize that they are not dealing with an in- 
sured entity anymore. 

I speculated that perhaps having it off in a separate room might 
raise the image of the dealing with that to make it more special. 
And also, in my jurisdiction, in Colorado we have a lot of rural 
banks that are simply one roomed, so that physical — or demanding 
physical separation might cost $10,000 and be of no real value. 

So I think it is just one component or one suggestion of ways to 
achieve the end of finding ways to convince the public that when 
they deal with an insured institution or uninsured products, they 
are awEU'e of it. 

Mr. Mayer. May I comment on that? You had Charlie Keating 
in your district selling his unsecured debentures. 

Mr. Cox. Let me talk about the question, which is private insur- 
ance versus — ^I was hoping you would address that, too. I don't 
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have but 5 minutes here so I want to make sure we stick to the 
question. 

Should we encourage people to think negatively about SIPC and 
favorably about FDIC? 

Mr. KuYER. Sure. FDIC is much better insurance than SIPC, and 
he is from Colorado where you had a bunch of industrial banks 
that went under and you can talk to people from Ohio about the 
state-insured S&Ls that went under. The Federal Government 
prints the money. Its insurance policy is always good. A lot of these 
money markets 

Mr. Cox. Isn't that what led us to the S&L crisis? The fact that 
everybody knew you were playing with the government's money 
and so we didn't have the normal marketplace discipline. We know 
how that all worked. You get all the upside, if you invest in risky 
things because you are an S&L. The downside goes to the taxpayer 
and there is nobody in the marketplace looking after that risk. 

Mr. Mayer. Do something about deposit insurance. 

Mr. Cox. We are de£iling with the notion that what we really 
should be doing is capping off the government insurance because 
it is the source of so many of our problems. 

Mr. Feigin. I would say that you talked about dreaming or being 
forward enough. Part of the problem here is that we tolk about 
banks getting into all these other areas, but we forget the one es- 
sential thing that banks mean to the American public, and that is 
deposit insurance. 

If the banks only get involved in those other activities, let's do 
it in a way so that everybody knows it is not insured Eictivity. That 
is the competitive disadvantage that a bank brings to the mfirket- 
place. They have that 60 years of this warm quilt that you can pull 
over yourself. That is part of the problem. 

If banks are engaged in that activity, maybe we need to drop 
away from insurance and just let them have insurance for — in a 
very segregated place. 

Mr. Cox. My red light is on. I don't know if the chairman would 
like to let Commissioner Randall respond or not. If you have a re- 
sponse on that question, I am sure 

Ms. Randall. Thank you. Briefly, whether the product is FDIC 
insured or is privately insured or totally uninsured, the key, I feel, 
is disclosure to the consumer, and of course, we as regulators want 
to protect the consumer and have an informed consumer, and I 
think that is really the key. 

And if there is one thing I think regulators can do, based on leg- 
islative and statutory authority, I think we can craft those regula- 
tions and make sure the institutions, the banks follow them and 
make those disclosure requirements very clear and strictly enforce 
them. 

Mr. Cox. I thank you and I thank the chairman. 

Mr. Fields. The Chair wants to thank all of the witnesses that 
have appeared today. Your statements will be included in their en- 
tirety in the record. The Chair will also announce that our second 
hearing on Glass-Steagall reform will be this Thursday, June 8, at 
11 a.m. in this room. 

[Whereupon, at 1:36 p.m., the subcommittee was accounted, to 
reconvene at 11 a.m., Thursday, June 8, 1995.] 
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THE FD^ANCIAL SERVICES COMPETITIVENESS 
ACT OF 1995 



THURSDAY. JUNG 8, 1995 

House op Representatives, CoMMirrEE on Commerce, 
Subcommittee on Telecommunications and Fi- 
nance, AND THE Subcommittee on Commerce, 
Trade, and Hazardous Materials, 

Washington, DC. 

The subcommittees met, pursuant to notice, at 11 a.m., in Room 
2123, Raybum House Office Building, Hon. Michael G. Oxley 
[chairman of the Subcommittee on Commerce, Trade, and Hazard- 
ous Materials] and Hon. Jack Fields [chairman of the Subcommit- 
tee on Telecommunications eind Finance] cochairing. 

Members present. Subcommittee on Telecommunications and Fi- 
nance: Representatives Fields, Oxley, Steams, Faxon, Gillmor, Cox, 
Deal, Frisa, White, Cobum, Bliley (ex officio), Markey, Rush, 
Eshoo, Klink, and Dingell (ex officio). 

Members present, Subcommittee on Commerce, Trade, and Haz- 
ardous Materials: Representatives Oxley, Fields, Gillmor, Crapo, 
Ganske, Frisa, Norwood, White, Bliley (ex officio), Markey, Brown, 
Lincoln, Deutsch, Stupedt, and Dingell (ex officio). 

Staff present: Steve Blumenthal, majority counsel; Robert Gor- 
don, majority counsel; David Cavicke, majority counsel; Rob Cimo, 
staff assistant; Tim Ford, minority counsel; and Consuela Washing- 
ton, minority counsel. 

Mr. Oxley. The committee will come to order. 

And before we welcome our first panel, the Chair would recog- 
nize the chairmem of the full committee, the gentleman from Vir- 
ginia, Mr. Bliley. 

Mr. Bliley. Thsink you, Mr. Chairman. I have a very brief state- 
ment that I would like to make. First of all, I want to commend 
you and Chairman Fields for the fine work each of you and your 
staffs on attempting to develop a workable resolution that address- 
es the insuremce issue surrounding Glass-Steagall. 

I also want to thank my good friend. Chairman Jim Leach of the 
House Banking Committee, and his fine staff for their cooperation 
over these past few weeks in attempting to draft an agreement ac- 
ceptable to all of the parties and good for the Nation as a whole. 

Following hours of intense discussion with Members of the House 
Leadership and weeks of meetings with each of the interested par- 
ties, it has become apparent to me that an affiliation approach is 
unworkable at this time. The parties are too far apart in their com- 
mitment to their respective positions, too firmly neld, for such an 
approach to succeed at present. 
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To pursue the insurance afEiliation issues forever, it is now clear 
it would only jeopardize this window of opportunity to enact his- 
toric legislation modernizing our financial services industries. Nev- 
ertheless, we are committed to the pursuit of a resolution of the is- 
sues, which we have endeavored to address over these past few 
weeks. Ultimately, these issues must be successfully addressed; if 
not today, then soon, and I pledge to continue this committee's 
work toward that resolution. 

I thank you, Mr. Chairman. 

Mr. OxLEY. I thank the gentleman. I now recognize the ranking 
member of the Telecommunications and Finance Subcommittee, the 
gentleman from Massachusetts. 

Mr. Markey. I thank the Chair very much, and the full commit- 
tee chairman's statement reminds me of the admonition that we 
got from my civil procedure professor in my first year in law school. 
And he said that it is always interesting near the end of the exam 
when students start going through, after the 3 hours are about to 
be over, to euiswer the question and they start crossing out key 
words, words like "not," you know. And as we get neiirer the end 
of this exam, we are moving towEirds the goal of trying our best to 
narrow it down to those issues which we can make some progress 
on, and 1 congratulate the full committee chairman and the sub- 
committee chairman for their decision on that issue. I think it is 
going to help considerably in our efforts towards reconciling. 

At the subcommittee's Tuesday hearing, we received testimony 
from the Nation's top financial regulators on the need to repeal the 
60-year-old Glass-Steagall separation between banking and securi- 
ties. I have long been on record in support of such legislation, pro- 
vided it is linked to an effective system of functional regulation and 
strong firewalls that protect investors, depositors and taxpayers 
from potential abuses and conflicte of interest. 

We heard testimony at the last hearing about the need to mod- 
ernize financial services regulation in order to provide a level play- 
ing field. I agree that this should be one of our principal objectives. 
When we talk of level playing fields, however, we should keep in 
mind that in the game of baseball, the American League allows its 
teams to have designated hitters, while National League rules re- 
quire teams to put the pitcher in the batting rotetion. We wouldn't 
allow an American League team to move over to the National 
League while retaining their designated hitters, while at the same 
time forcing all the National League teams to continue playing 
with pitehers in the battle lineup. 

Likewise, we should not allow banks to engage in the full range 
of securities activities unless they agree to abide by the rules that 
govern all other firms operating in the securities markets. In base- 
ball, as in life, competitors should play by the same set of rules en- 
forced by the same set of umpires. 

Unfortunately, as these charts indicate, under H.R. 1062, banks 
will be free to retEtin their regulatory designated hitters. Under the 
bill, banks would have to conduct some securities activities in a 
separate afHliate outside the bank subject to full SEC regulation. 
Other securities activities, however, could be done inside the bank 
in a separately identifiable dep£irtment, or SID, regulated by the 
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SEC but not subject to the SEC's net capital rule or to the regu- 
latory firewalls. 

Still other securities activities could be carried out either inside 
the bank itself or in a SID regulated not by the SEC, but by the 
bank regulators. Moreover, the Fed is given a wild card regulatory 
authority to allow anything the SEC h£ts determined to be a secu- 
rity to nevertheless be regulated as a traditional banking product 
that can be traded inside the bank. 

Banks are free to decide whether or not to establish a separate 
afniiate and if they choose not to do so, they potentially will be able 
to conduct a range of risky activities inside the bank, including 
dealing in such exotic derivative securities as inverse floaters, real 
estate mortgage investment conduits, smd collateralized mortgage 
obligations, a product so risky it is known on Wall Street as toxic 
waste. 

If the bank decides to conduct such activities inside the bank, it 
will not be subject to SEC capital rules or the credit enhancement 
or other regulatory firewalls in the bill. The bank also will not be 
subject to oversight by the SEC or securities self-regulatory organi- 
zations, such as the NASD, or the New York Stock Exchange. 

This may be a field of dreams for the banks, but it will perpet- 
uate a system which provides inconsistent protections for investors 
and markets and uneven and duplicative examinations and en- 
forcement within the securities industry. 

I understand that existing law allows banks to conduct govern- 
ment securities, municipal securities, mortgage-backed securities 
and asset-backed securities inside the bank. However, when these 
rules were devised, there was no Fannie Mae or Freddie Mac and 
the term government securities meant pliiin vanilla Treasury ofTer- 
inra. 

Today, we have a far different marketplace containing securities 
derived from government mortgage-backed or municipm securities 
which are far more complex and risky. If we are going to restruc- 
ture financial service regulation, we must take account of this fact. 
It is ironic that some or the same people that argue we must be 



visionary in eliminating old regulatory structures in light of rapidly 
changing market dynamics argue that risky securities activities 
should be moved outside the bank because that is just where we 



do it now. 

I, therefore, will be interested in hearing from our second panel 
whether we can replace the Byzantine SID structure of H.R. 1062 
with a simpler construct which generally requires banks to place 
securities activities in a separate affiliate and which subjects all 
such activities to functional regulation by the SEC and appropriate 
firewall protections. 

Mr. Chairman, I want to commend you for holding this hearing 
and I thank you for the indulgence and the extra time for the open- 
ing statement. 

Mr. OXLEY. I thank the gentleman for his baseball analogy and 
for his visuEil aides, and if no other member feels burdened by an 
undelivered opening statement, we can go right into the first panel. 

Noting none, I will introduce our flrst panel. First is Mr. James 
Kletgholz, ChairmEin of the Government Affairs Committee for the 
Independent Insurance Agents. Our second witness is Andrew 
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Cassidy, Chairman of the Council of Insurance Agents and Bro- 
kers. Next is Michael Grace, President Elect of the Wright and 
Percy Insurance Company; and lastly, Peter Browne, Chairman of 
the National Association of Life Underwriters, representing the 
Committee on Federal Law and Legislation. 

Gentlemen, welcome to the panel and, Mr. Klagholz, you may 
begin. 

STATEMENTS OF JA MES K LAGHOLZ, CHAIBMAN, GOVEBN- 
MENT AFFAIRS COMMITTEE FOR THE INDEPENDENT INSUR- 
ANCE AGENTS OF AMERICA; ANDREW CASSIDY. CHAIBMAN. 
TASK FORCE ON FINANCIAL SERVICES, COUNCIL OF INSUR- 
ANCE BROKERS AND AGENTS; MICHAEL GRACE, PRESIDENT 
ELECT, WRIGHT AND PERCY INSURANCE COMPANY. REP- 
RESENTING THE NATIONAL ASSOCIATION OF PROFES- 
SIONAL INSURANCE AGENTS; AND PETER C. BROWNE, 
CHAIRMAN, NATIONAL ASSOCIATIO N OF LIFE UNDER- 
WRITERS, REPRESENTING THE COMMITTEE ON FEDERAL 
LAW AND LEGISLATION 

Mr. Klagholz. Chairman Oxley and Chairman Fields, my name 
is James Klagholz and I am Secretaiy/Treasurer of the Quiqman 
Sterling Associates of Seaside Park, New Jersey, as well as Govern- 
ment Affairs Committee Chairman for the Independent Insurance 
Agents of America. Thank you for inviting us to appear and com- 
ment on H.R. 1062. 

I appear today on behalf of the insurance agents of America, 
more than 300,000 men and women vfho work in every part of the 
United States. As far as Glass-Steagall reform is concerned, our po- 
sition is well-known by now. We understand the desire to modern- 
ize the banking industry in this country smd we ftre not opposed 
to such modernization. 

In fact, if I could leave these committees with one thought today 
on behalf of the agents I represent, it would be this: We are not 
here to ask you to keep banks out of the insurance business. 
Agents simply want to preserve the rights of the States to make 
that decision and for the States to determine just how and if any 
bank may offer an insurance product. 

Insurance is a State-regulated business. The States protect the 
insurance-buying public and insure a level playing field for all of 
those in the business. States must be allowed to continue to per- 
form this function for everyone, including national banks. 

I want to thank Chairmfm Bliley for introducing H.R. 1317 and 
for his wisdom and continuing commitment to preserve State law 
in this area, not preempt it. His efforts will have the full throttle 
support of the Nation's insurance etgents and companies. 

H.R. 1062 is not neutral on the insurance issue. It allows some 
afliliation between banks and insurance entities contrary to State 
law, and more importantly, it gives banks expanded power without 
doing anything to curb the Comptroller of the Currency's appetite 
for even further expansions, contreiry to congressional intent. As it 
currently stands, we must oppose H.R. 1062. 

We have two solutions. First, stop the Comptroller from creating 
additional insurance powers for national banlcs without Congress' 
involvement in that policy judgment. The OCC has been extremely 
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active in this area, most recently proposing a regulation that would 
permit national bank operating suds to engage in broad non- 
banking activities, presumably including insurance sales and un- 
derwriting, that the bank itself cannot engage in. 

Second, add H.R. 1317 to the Bliley-Dingell— H.R. 1317, the Bli- 
ley-Dingell bill, to H.R. 1062. The reason is simple. Insurance is 
and should remain regulated by the States. This is the only ap- 
proach consistent with the functional r^ulation concept embedded 
in H.R. 1062. 

As I mentioned at the outset, the authority to determine who 
may or may not sell insurance is critic£il. Some might say the criti- 
cal aspect of functional regulation. A State may decide it is in the 
best interest of its citizens not to permit banks to sell insurance or 
affiliate with those who do. Perhaps it is the concern about 
consumer confusion regarding what kind of product they are pur- 
chasing, perhaps the concern about the potential that customers 
will feel tney must purchase the insurance from the bank in order 
to preserve a credit relationship, or perhaps it is the concern that 
confidential customer information will be exchanged to the det- 
riment of the customer and competitors. 

Whatever the reason, more than a handful of States have decided 
that a separation between banking and insurance is the best public 
policy decision. You CEUinot give lip service to functional regulation 
at the same time you are trampling over that State decision. 

We understand that banks are deathly afraid State insurfmce 
regulators will all of a sudden start calling banking products insur- 
ance. It has not happened yet and States have been regulating in- 
surance for over 200 years. The encroachment has been the other 
way; Federal banking regulators with no knowledge or experience 
in insurance declaring insurance products free game for banks in 
total disregard of established State insurance law. It is time to take 
such judgments out of the hands of unelected Federal banking reg- 
ulators. The States have traditionally regulated the insurance in- 
dustry and should continue to do so. 

If banks want to engage in that area of commerce, thev must 
abide by State-made rules. That is what H.R. 1317 provides and 
that is why we urge you to add it to H.R. 1062. 

Unlike many in the banking community, IIAA wants this process 
to be successful and for Congress to pass a financial modernization 
bill this year. All we ask is that Congress prevent further erosion 
of State insurance authority by the Comptroller's office and that 
Congress declare the Comptroller may not create any new insur- 
ance powers for national banks. We look forward to working with 
you to reach this end. 

Thank you, Mr. Chairman. 

[The prepared statement of James Klagholz follows:] 

Prepared Statement of James Klaoholz on Behalf of the American Land 
Title Association; Council of Insurance Agents and Brokers; Independent 
Insurance Agents op America, Inc.; and the National Association of Life 
Underwriters 

This teatimony ia submitted on behalf of the iiuurance agents of America, and 
their employecB more than 500,000 men and women who work in every part of the 
United States. These people are represented by the following organizations: Amer- 
ican Land Title Association; Council of Insurance Agents and Brokers; Independent 
Insurance Agents of America, Inc., and National Aawciation of Life Underwriters. 
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INTKODUCnON 

Mr. Chairman, we thank you for holding this hearing today and for asking us to 

Congress has heard much from us in the last few years on the question of banks 
and commerce, and, in particular, banks and insurance. In the 1980's, we were 
warned — repeatedly — that a brave new world was ahead of us, that banks must be 
able to self, and perhaps even underwrite, insurance, that financial department 
stores were the coming vogue. 

Congress has not succumbed to these entreaties. Indeed, the major banking l^ia- 



lation enacted by Congress in the 1980'a spoke directly to our concerns. You amend- 
ed the Bank Holding Company Act to state that, except in very limited cir- 
cumstances, bank holding companies and their subsidiaries should not sell insur- 



ance. And, in the Federal Deposit Insurance Cor^ration Improvement Act of 1991, 
you prohibited FDIC-insured banks from underwriting insurance. 

Unfortunately, banking regulators have not held true to Congress' intent. The 
OCC and other federal regulators have sought to push the envelope at evenr oppor- 
tunity to permit banks to engage in insurance-related activities. Much of the Bank 

iT.u. — rt *—'- '-rce has been eviscerated by rulings 

I OCC'b willingness to int^^ret the 
permit ever expanding insurance powers to national banks. For its part, the FOIC, 
contrary to apparent legislative intent, has taterpreted FDlCIA's underwriting pro- 
hibitions not to include annuities — a traditional insurance product of growing impor- 



Holding QDmpany Act's force has been eviscerated by rulings that it does not apply 
to the bank itself and the OCC'b willingness to int^ret the National Bank Act to 



The principle embedded in existing law — that banking and c ^ 

ticularly insurance, should be separated — is not a form of domestic protectionism. 
It is necessary to ensure (air competition and to protect the insurance consumer as 
well as the banking consumer ana the taxpayer. 

We understand that there is a need for financial modernization — particularly in 
light of pressures from foreign commerce and economic pressures wiUiin this coun- 
ty. It may indeed be the case that banks deserve some regulatory relief in the con- 
duct of their bankinK business. And there may well be room for careful and rea- 
soned restructuring of the Glass-Steagall Act to modernize the relationship between 
banking and securities. 

However, we stand opposed to any breach in the wall between banking and gen- 
eral lines of commerce. And, in particular, we oppose any lessening of the separatitm 
between banking and insurance. We oppose all proposals to inte^te or expand in- 
surance activities for banks. In particular, we could not accept any proposal that 
would override State regulation of insurance. Anjr modernization must be done with 
a dear eye toward maintaining stabili^, competition and consumer access to com- 
munity-based financial services — and preserving state insurance regulation. 

REASONS TO SEPARATE THE BANKING AND INSURANCE INDUSTRIES 

Put simply, our position is this: The sale of insurance by banks is inherently un- 
fkir both to consumers and to insurance agents not affiliated wiUt banking institu- 
tions. The reason is simple: When a bank simultaneously loans monev and sells in- 
surance, a borrower faces an inherently unfair circumstance. Especially in hard eco- 
nomic times, when credit is tight, what borrower will fail to buy insurance if there 
is any possibility that the purchase might improve the chance for a loan? What busi- 
ness that is dependent upon its bank Tor a fine of credit will risk that relationship 
bjr going to an outside insurance agent when it is suggested that the business deal 
witii the bank? Especially in smalTtowns and limited markets for credit, what in- 
surance agency will feel comfortable when it needs money and has to borrow it from 
a bank that is also its largest customer? The risks of harm clearly outweigh the pu- 
tative benefits of full-Qedged bank entry into the insurance business. 

To begin, the notion that consumers will necessarily benefit from bank sales of 
insurance must be dispelled. It is important to keep in mind that insurance cus- 
tomers shop on the basis of coverage, price and customer service. No seller of insur- 
ance—including banks— can dictate the scope of coverage. The availability of insur- 
ance is controlled exclusively by the insurance companies, which decide what type 
of insurance they want to write, what limitations that want to impose, and what 
exposure they want to insure. Thus, the sale of insurance by banks would not create 
a greater supply of liability insurance for small businesses, nor would it increase 
the number of available homeowners, policies, for example. 

Nor is there any evidence that banks, entry into the market will lower the cost 
e to the consumer. In the first instance, the price of insurance is set by 

nee laws and r^u- 

n charge customers 
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on insurance-related business. To the extent there is some ploy in cost, however, 
there is substantial evidence that banks would char^ more, not less, for insurance 
products. Credit insurance — the type of insurance m which banks have been en- 
gaged moat prevalently^is the moat dramatic case in point Banks have consist- 

l»0,theC< 

credit life ii , ^ _^ , 

insurance ripoff.' To the extent banks have reamed any coat aavings, those savings 
certainlv are not passed on to the consumer. 

The third aspect of insurance sales — service — similarly ofTers no evidence of bank 
advantage. Banks and their supporters routinely tout the purported benefits of "one- 
Btop-shopping." It is not clear what precisely they mean. If they mean that cus- 
tomers should be able to do their banking, buy insurance, and get their teeth 
cleaned within the same four walla, we question whether customers indeed want 
such so-called "convenience." Indeed, the most recent m^jor experiment in the de- 
partment-store approach has failed: Sears has either spun off or is the process of 
divesting itself of Allstate, Caldwell Banker, and Dean Witter. But even if one were 
to give credence to the supposed benefit of "one-stop-shopping," the purchase of in- 
surance is only the beginning of the services provided by an insurance seller. Of 
equal or greater importance is claims service: tlie ability of insurance agents to re- 
spond when disaster strikes, to meet the customer's needs when the customer'e 
needs call for attention. An insurance agent does not work bankers' hours; an insur- 
ance agent cannot be replaced hy an ATM. 

By contraat to the paucity of evidence of potential benefits, bank entiy into the 
inaxvance business poses very real risks to fair competition and to consumers. 

Banks, especially banks outside large cities, exercise significant market power. 
Particularly in times of economic downturn, access to credit is not easily aviulabie. 
A study by the Federal Reserve Board not too long sgo demonstrated that 
"[overwhelmingly, the single most important financial institution for nearly every 
financial product and service used by small end medium-sized businesses is a local 
commercial bank.' 

But the abili^ of banks to tie insurance products to their financial products does 
not depend on market power. In the bankiiur industry, the power to ailect a cus- 
tomer's dedsion is inherent in the banking reUtionship itself. That is, no small busi- 
ness dependent on a loan or line of credit, is going to challenge a bank that, as part 
of its loan approval or review process, "suggests" that the borrower purchase insur- 
ance from the bank, even if the customer understands he or she has a theoretical 
righl: to shop around for credit or insurance. 

The coercion need not be express; the tie-in need not be compelled. Indeed, the 

jatest danger is of voluntary tie-ins — customers themselves choosing not to shop 
___' insurance products. Voluntary tie-ins are inherent in the combination of the sale 
of anv product and the extension of credit. People think that they will enhance the 
likelihood that they are going to get the credit by buying this product from the 
bank. 

The pervasive existence of "voluntaiy" tie-ins enlains why simple legal restric- 
tions, like the anti-tying statute found in the Bank Holding Company Act, 12 U.S.C. 
§ 1972, fail to achieve the abolition of tying arrangements. 

The result of tie-ins and steering is inevitably the concentration of markets. Fig- 
ures fi«m a 1987 report to the Wisconsin Commissioner of Insurance showed that, 
in Montana, one titie insurance company's market share increased from 11% to 52% 
in the first four years afier it was acquired by a lender. In Minnesota, the State's 
largest S&L acquired a miyor interest in a title insurance company in 1979; from 
April 1979 to August 1980, the amount of business referred to the company from 
the S&L increased from 12% to 83%. Also in Minnesota, in the first five months 
of 1988, two savings banks had 94% and 96% of all their respective recorded mort- 
ga^ transactions insured by captive title insurance agencies. 

The concern goes beyond potential coercion, tie-ins and resulting concentration of 
markets. As one court recently observed in connection with Floridfrs law prohibiting 
bank sale of in 



great 



the concern, then is that insurance not be sold through institutions which 
require such coverage in order bo conduct other business, and that such in- 
stitutions would be lax or indifferent to enforcing actuarial stand- 
ards... [S]uch institutions, particularly banks, might require their cus- 
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bmien seeking loans fco- certein properties (e.g., home w automobile) to 
purchase "neeoed" insurance through the institution's insurance agent . . . 

For example, in order to make a profit on autmnobile loans or boms mmt- 
mges, the wsurance agents may incur busineas they mi^t otherwise re- 
flect because they would be prewured ^ the bank to do so in iffder to con- 
summate the bank's loan transactiont. "nus mi^t lead to the overinsurance 
of risln business, which could result in the insolvency of the ' 

Additionally, and notwithstanding the existence of specific 
coercive credit extensions, the Court finds that loan officers i 
tinners to the bank's insurance agent for the purpose at suggesting the sale 
of insurance that is not needed, in order for the bank to make a profit on 
tlie insurance policy. The concern herein expressed is that an arms-length 
relationship be maintained among the bank, the loan officer and the insur- 
e agents. The maintensnce <a this rdatioiiship is for the protectior -' 
aolve - ■ ■ ... , .1 ., _ _f ; 



the aotvenc^ of the insurance industry, and the prevention 
which in turn protects all potential, present and futura policyholders.' 
Bdaintaining the separation between banking and insurance is particularly impor- 
' the case of UQe insurance. Consumers purchaae title insurance onlv once or 
n their lifetimes and generally do not anop for such insurance. Rather, they 



tant in the caae of UQe insurance. Consumers purchase title insurance onlv on 
twice in their lifetimes and generally do not anop for such insurance. Rather, tb^ 
rely on recommendations trim real estate professionals, such as their mortgag 
lenders. AccordtnMy. if banks are allowed to be sffiUated with title companies uer 



I. Aa»rdtn^v, 
gnificant risk 



ignificant risk thst consumera will be steered by tenk loan officers to the 
bank's afEliated title company even when other title companies can provide better 
quaUty, services or prices. Moreover, because banks are insured under title insur- 
ance policies issued in connection with their mortgage loans, there is an inherent 
conflict of interest when an affiliate of the bank acts as an agent for the issuance 
of a title insurance policy to the bank.^ 

The U.S. Court of Appeals for the Second Circuit has ruled that national bonks 
may not engage in the title insurance agency business or own such businesses as 
part of their Tmcidental" banking """""o * *"•' t*'" PiwlBi^t Raux-uu Rnanl has A^. 
termined that the insurance proni 
with full force to title insurance. 

As one court simply put it: "[TJhere is a potential for abuse inherent in financial 
institutions being involved in the ssle of insurance." " The current separation be- 
tween banking uid insurance is essential for the protection of consumers and to 
avoid GonfUcts of interest, and should be maintained. 

Moreover, allowing banks to sell insurance would increase concentration in the fi- 
nandal services sector. Large banks would acquire or affiliate themselves with large 
insurance agendas and brokerages. Agencies and brokerages that are unaffiliated 
with banks would be effectively shut out of the insurance market. Competition in 

isurance would decline and customer service would dedine as well. 

The consumer is not the only one at risk when banks are involved in the sale of 

isurance. Banks aro not on the same level pla^ng field as sgents not affiliated 
with finandal institutions. Banks have preferential access to cheap funds by which 
to enter the insurance business. Federally chartered commercial banks, for exsmple, 
can obtain below-market funds from the Federal Reserve discount window. This ac- 
cess to below-market credit is a substantial advontsige over others In the market 

Fiulhermore, banks alone have the benefit of the federal safe^ net — FDIC insur- 
ance — fimded by the taxpayer. This unique benefit enables them to get customers 
in the door in ways no other business could hope to duplicate. Recent studies have 
shown that the vast majority of cusbnners who purchase non-banking investment 
products and annuities from banks wrongly believe them to be FDIC-insured. The 
fact is that even those customera who understsnd the non-insured nature ot the 
non-banking products they are purchasing somehow fed "safer* once they see the 
TDIC-insuted" seal on the door. Non-aftUiated insurance agents cannot replicate 
that sense of aecurity^-however false it really is. 

Insurance agents are not afraid of competition. We face it every day. The insur- 
ance agency business is highly competitive and the hurdles to entry are low. What 



^Bameti Banka of Marwn County, NA. v. GaUagher. B39 F. Supp. S36, 841-42 (M.D. Fla. 
1993), affd 43 P.3d 631 (11th Cir. 199S) (petn. for cert, pending). 

*For an excellent diKuuion of the problems posed in this r«ard by bonk entn into the title 
insurance biuinem, see Prof. Joyce Palomar'i article entitled 'mnk Control of Title Insurance 
Compaiues: Perils to the Public That Bank Regulators Have Ignored,'' 44 Southwestern Law 
Journal 905 (Fall 1990). 

'American Land Title Ai»'n v. Clarke. 966 F.2d 160 (2d Cir. 1992), eert. denitd, 113 S.Ct. 2969 
(1993), 

^Bamett Bank i^ Marion County, NJi. o. GaUagher. 43 P.3d St 636. 
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We recognize tbat H.R. 1062 takes ■ more reaeooed approach to financiHl institu- 
tions modernization than other broader proposals tiiat have been made. But, as re- 
ported out of the Committee on Banking and Financial Services, H.R 1062 is not 
inaurance neutral. 

For example, the bill would p«-mit securities Smu to retain their investments in 
companies uiat engage in activities that are not "Gnandal in nature" for five years 
or more. That provision would effectively permit the affiliation of a bank and an in- 
surance company or agency, even if state law prohibits such afGliationa. 

In itfl current form, we will oppose H.R. 1062. 

A. H.R. 1317 Should Be Added to H.R. 10& 

Given that H.R. 1D62 already impUcetes insurance, and given that it broadly ad- 
dresses bank powers, we believe it is an appropriate vehicle for adding an insur- 
ance-specific provision that affirmativelv reinforces state regulation of Qua area of 
commerce. As we have previously testified, in our view, H.R. 1317— the "Insurance 
States' and Consumers Rights Clarification and Fair Competition Act of 1995"— 
should be added to H.R 1062. 

Put simply, H.R 1317 would clarify — once and for all — that no one is &ee from 
state regulation of insurance. Every entity that engages in the underwriting and sale 
of insurance must comply with appUcable state insurance remilation. This applies 
to foreign entities, entities that operate across state lines, and banks. 

It is needed now, and it is particularly appropriate for inclusion in H.R 1062, be- 
cause the Office of the Comptroller of the Current has boldly advised national 
banks that they need not abide by state taw when they engage in the insurance 
business. It does not matter that a state legislature has made the reasoned decision 
that banks should not engage in insurance sales activities within the State — the 
Comptroller tells the national banks they may simply ignore state law. More gen- 
erally, tiie Comptroller has told national hanks they ne^ not even be licensed, de- 
spite the fact that every State requires insurance agents and brokers to qualify for 
and obtain a license before selling insurance. The licensing authorify is effectively 
the only mechanism for poHcing agents' and brokers' activities. 

B. No Mrogation of Stale Sovereigrtty Through Pre-Emptian of Slate Anti-Affiliation 

We understand that there have been, and continue to be. considerable efforts b^ 
members of Committee staff to craft some kind of a "compromise" that will permit 
banks to affiliate with insurance companies and agencies despite prohibitive state 
law. It is difficult, if not impossible, to testify about the specific provisions under 
consideration, since it seems to be a moving target and we have not seen the latest 
proposal. But we can comment about what kinds of things we have heard croposed, 
and representations that have been made about what it would mean for me insur- 
ance and banking industries. 

Let us make one thing dear. We strongly oppose any proposal that would preempt 
state anti-afQliation laws— laws the States have crafted that prohibit banking insti- 
tutions from affiliating with insurance companies and/or agencies. All of these "af- 
filiation' proposals are premised on such preemption. This is exactiy the oppwsite 
direction Crom Uie one in which Congress should be going. Instead of overriding 
States' jud^ent regarding whether a bank should be permitted to engage in the 
insurance business or affiliate with an enti^ that is. Congress should be reenfordng 
that judgment. 

For over 200 years, the States have had virtually exclusive regulatoiv control over 
the insurance industrv. Up until 1944, it was universally unoerstooa by everyone 
(including Congress) mat Congress had no constitutional authority to r^ulate the 
business of insurance. This changed with a single Supreme Court decision that year. 
Congress responded immediately by enacting Uie McCarran-Ferguson Act, which 
"^storeCdl the supremacy of the States in the realm of insurance r^^ation."^ 

McCarran's statement of policy could not be more clear: "The business of insur- 
ance, and every person engaged therein, shall be subject to the laws of the several 
States which relate to the regulation or taxation of such business."'' Particularly 
given that States have had exclusive control over the insurance business for this na- 
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tion'B hiatory, States are in « better pontion to judge whether banks should be per- 
mitted to eneased in insurance-related activities ano/or affiliate with insurance enti- 
ties witidn their boundaries. That policv approach should not be abandoned. 

This is, moreover, the only approach consistent with the states-ri^ts mandate 
given this Congress by the electorate. Indeed, it is difScult to imagine ai^thing 
more inconsistent with the current congressionsl agenda than abrogating States 
rights with r^ard to a few entities engaged in the insurance business. At time 
when Congress is seriously considering empowering States in mjriad areas where 
the federal government has taken over people's lives, Congress should not strip the 
Stetes of their authori^ to regulate in a business arena they have run timmghout 
this countr^B fruitful history. 

Even if States' rights were not the current poUtical and philosophical agenda, the 
States are the only logical choice for the reiulation of insurance. While there are 
unjform national concerns in this industry, like many othen — in uncountable ways, 
insurance involves concerns of a local nature. The concerns in Iowa, for example, 
with hundreds <if not thousands) of farmers, few large urban areas and serious hail 
storms, are very different than the insurance issues rsised in Florida, with its coast- 
al hurricanes and targe elder population. Thus, the measures the State legislatures 
may deem necessary to protect the insurance consumer in their respective states are 
bound to be different These differences must be respected and preserved. 

Not every Stete has the same view regarding bank sales of insurance or bank af- 
filiation with insurance entities. We are not asking Congress U choose among those 
policies, but merely to respect the decisions the States have made. 

However, it is perfectlji iM^timate for a state legislature to decide that this sepa- 
ration should be maintainea As racentlv as January 30, the U.S. Court of Appeals 
for the Eleventh Circuit acknowledged the legitimacy of that dedsion in the context 
of Florida's prohibition. The court noted the underlying concern with "overreaching 
by financial institutions if permitted to sell insurance. " The Court recognized the 
state legislature's desire to prevent coercion of insurance purchasers, unfair trade 

Sractices bv the banks, and undue concentration of resources: The Legislature has 
etermined that there is potential for abuse inherent in financial institutions being 
involved in the sale of insurance, and that the licensing of employees of finandal 
institutions as insurance agenU is not in the public interest, liie Court deter- 
mined, "[tUie danger in these situations ... is the loss of arms-length transactions 
and objectivity when the bank becomes involved with insurer and insured." 

As ^nator Dole recently steted in endorsing continued Stete regulation of insur- 
ance: 'governors and stete legislstures csn mike decisions that are just as good or 
probably better than some nameless, faceless bureaucrat in Washington." 

Not only is the federal government not the appropriate vehicle for insurance regu- 
lation, but — particularly in a time of fiscal constraint — there is no possible justifica- 
tion for eeteblishing a auplicate system or repladns the stete system. 

Put simply, preemption of stete anti-affiliation laws is a hurdle we cannot jump. 
C. Comments on Specific Proviniona of Insurance Affiliation Model. 

1. Pre-EmpHon of Anti-Affiliation Laws and Shoring Up of Section 92 Powers. — 
We understand that the basic afiiliation model bein^ proposed would broadly pre- 
empt stete laws that prohibit anv depository institution fi4)m afBliattng with an in- 
surance agenev or company. Within the new holding company structure, the power 
of a national Dank to engage in insurance agency power directly would be deter- 
mined by state law; if stete law prohibite stete-chartered banks from selling insur- 
ance, national banks would be bound by that law; if stete law permite national 
banks to sell insurance, national banks would have that full power. In restrictive 
stetes, all insurance agency activities would have to be done through an affiliate of 
the bank, not the bank itself 

Let there be no mistake. This is a win-win situation for the banks. And a lose- 
lose situation for insurance agento and the Stetes. National banks get expanded in- 
surance powers. In restrictive stetes, for the first time they get to affiliate with in- 
surance agencies in contravention of stete law. In permissive stetes, they no longer 
are bound by federal law limitetions on their insurance agency activities: they no 
longer must act through a small town ofiice, for example; for the first tune, they 
get fiill agency powers. 

Staff has suggested that what the agente get in exchange for this is a shutdown 
of the OCC's power to e:^and nationaibank insurance agency powere coupled wiUi 
a closing of the Section 92 small town national bank loophole, 'nils all sounds good, 
but in the context of the afSliation structure it has little practical meaning. 

* BamettBanJu of Marion County, N A. V. Oaliagltr, i3F. 3d 631 IllthCir. 1995). 
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The Comptroller needs to be reigned 
mitted to expand national bank int 
the product eomething other than 

bonkiiu. But with the parity and a ^^ - - 

national banka vrill no longer need the OCC to champion their d 
income. In permissive States, they will be able to sell any kind of insurance anccuy; 
they will not need OCC approval. In restrictive States, they can affiliate with an 
agency that sells all kinds oi products. 

Sinularly, we agree that the Section 92 loophole should be closed. Here, again, the 
Comptroller has aggressively turned s limited exception into an expansive national 
bank power. When Congress enacted Section 92 in 1916 it wanted to give limited 
insurance agency authority to banks located and doing buainess in small towns in 
order to encourage them to stay in those locations and iirovide needed banking serv- 
ices to the residwita. Th« Compb<oller has turned this into a launching pad lor na- 
tionwide insurance sales. In the OCCs view, so long as a bank has an ofBce in a 
small town it can act aa agent anywhere. Congress clearly did not intend thia result, 
and it should sey so. But it is not clear that saving so in the context of this affili- 
ation proposal has any meaning. What bank will utilize the newl^ fashioned small 
town provision if it can become part of a holding company and either directly sell 
insurance without geographic restriction (in permissive states) or sell it indirectly 
through an affiliate (in restrictive states). What national banks will be left to be 
curbed by the clarified Section 92? It is a matter of shutting the bam door after 
the horse has left. 

2. Pre-Emotion of State Regulation ofBank Insurance Activitiei. — Not only would 
the proposal preempt state laws prohibiting the insurance banking affiliation, it 
would more broadly preempt any state law or regulation that treated a bank or its 
afiUiate differently than any other entity with r«tard to insurance activities. Thus, 
for example, the Michigan law that is the result ca lengthy negotiations between the 
banking and insurance industries, which permits banks to engage in insurance sales 
but strictly regulates their activities in ways not applicable to non-banking entities, 
would be declared null and void. Any state law that required banks to make certain 
disclosures regarding the non-FDIC-insured nature of the insurance products they 
sell would be declared null and void. We can see no possible justification for this 
gross intrusion on state regulatory authority. 

Bank complaints about state consumer protection lews that subject banks to re- 
quirements not imposed on other insurance actras fail to acknowledge the unique 
nature of banks. Banks' access to cheap funds, FDIC-insured status and control over 
credit, puts them in a position not held by others in the industir. Thus, even federal 
banking regulators aclcnowledge that banks have a responsibility to ensure that 
their customers understand that the insurance products they are purchasing ai« not 
FDIC-insured or otherwise backed by the government, and that physical location 
and advertising of the insurance business must be separated from tJie banking busi- 
ness to avoid customer confiision. Recent studies by the AARP found that the vast 
majoriW of consumers do not understand that the nonbanking products they pur- 
chase mnn banks are not FDIC-insured; some did not even understand that they 
were purchasing nonbanking products. These concerns simply do not apply to insur- 
ance agents not afBliated witti banks— special protection are needed fer consumers 
in the context of bank's involvement in mailceting nonbanking products. And only 
the States are in b position to adequately impose such protection. Congress should 
not override that judgment. 

3. Comptroller Cfuulenge to State-Law Determination of What It 'Insurance.' — We 
understand that the stait proposal would permit the Comptroller of the Current? 
to sue a state insurance regulator, in fed^al court, and challenge the regulato/s 
determination that, under »tate law, a product is defined or r^ulated as "insur- 

" This would be an unprecedented provision, we can think of no other instance 

lich Congress has granted a fedt""' '-■^-- ■■-- -j-l- ■- ->--" .-. 

ulator's determination of state law. I 

condone such an intrusion into state sovereignty. 

We know that national banks are deathly afraid that a State will redefine one 
of thefr "Twnking" products as "insurance" products and thereby force them to deal 
with the product through an affiliate (at least in restrictive states). But in the over 
200 years that Statw have been regulating both banking and insurance, there has 
been no such problem. Banks have not dted one instance where an insurance regu- 
lator has encroached upon banking authority. To the contrary, the trend has been 
the opposite: federal banking r^ulators have redefined insurance products as 
"banking' products in order to enable banks to deal with them and then told the 
banks they can ignore stat« 1 " ^. . . . , . 

the banking and insurance u 
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with state law, there is recoune under state law. Congreas should not Iqject itself— 
or the Comptroller— into that process. 

These are only some of the provisionB that have been propoeed that we believe 
are contrary to this Congreaa' States-rights agenda and contrai^ to sound policy- 
making. We will oppose any such encroachments on state authority to regulate the 
insurance industry. 

CONCLUSION 

In sum, we urge continued maintenance of the separation of banking and insur- 
ance aa a matter of federal law — a separation that serves the consumer as well as 
fair competition. Moreover, we urge Congress to respect the dedsiooa of individual 
States as to whether banks should be permitted to ei^age in insurance agency ac- 
tivities or affiliate with insurance entities within the States' borders. All Uose who 
engage in the insurance business — including banks — must abide by state law regu- 
lating that business. 

Congress has the opportunitv now to darii^ and strengthen the States' authority 
to r^ulate insurance. It should do so. We will fully support those efforts and we 
look forward to working with you to reach that end. 

Mr. OXLEY. Mr. Cassidy. 

STATEMENT OF ANDREW CASSIDY 

Mr. Cassidy. Thank you, Mr. Chairman. I would like to point out 
that Ann Kappler of Jenner and Block, who is counsel to this 
group, is here to take any technicEil questions, legal. 

Good morning. I am Andrew Cassidy of Cassidy and Shilling In- 
surance Agency in Bethesda, Maryland and I am here representing 
the Council of Insurance Agents and Brokers where I serve as 
Chairman of the Task Force on Financial Services. The council rep- 
resents the Nation's leading commercial and property casualty in- 
surance Etgencies and brokerages, which collectively write more 
than $90 billion in premiums annually. This represents three-quar- 
ters of the commercial marketplace. 

Obviously I agree with my colleagues on this panel and I hope 
I can shed further light on this important subject. We welcome tlus 
hearing because this debate presents a rare opportunity for the 
Commerce Committee to clean up some of the proolems and uncer- 
tainty associated with the current status of bank insurance activi- 
ties. 

For as long as I have been in the insurance business and as long 
as my father was in the business before me and my grandfather 
before him, this debate has raged in Congress with the regulators 
and in the courts. When this committee meets to mark up H.R. 
1062, it can take a great step forward in resolving many oi these 
difficult and complex issues. 

Not all insuremce associations agree with one another about all 
issues, not even on the scope of Federal versus State regulation of 
our industry. But all of ub on this panel £igree that the problems 
that insurance agents are experiencing on this issue are in large 
part the result of a Federal system in which there is no balance. 

There is no one in the Federal bureaucracy, no insurance voice, 
to stand up to the Office of the Comptroller of the Currency when 
it unilaterally grants bsuiks insurance powers. Don't get me wrong. 
I am not calling for an insurance regulator in the Federal Govern- 
ment to fix this problem. But I am suggesting that the Comptroller 
of the Currency shouldn't be allowed to run amuck by expanding 
insurance powers in defiance of congressional intent 
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In the States, there is a roueh equilibrium of powers between the 
regulators of insurance and Qie regulators of oanks. The system 
isn't perfect, but there ia a balancing of interest. 

Congress expressly vested insurance regulation to the States in 
the McCarran-Fer^son Act of 1945. Some States have chosen to 
allow bank afEiliations; others have chosen not to allow afiiliations. 
Without affirmation that States are the regulators of insurance, 
there is no balancing or influence on the Comptroller's crusade. We 
ask this committee to give us that afCirmation. 

A good example of the Comptroller's abusive power is the small 
town loophole issue. When Congress enacted section 92 in 1916, it 
wanted to give limited insurance agent^ authority to banks located 
and doing businesses in small towns. The Comptroller has turned 
this into a launching pad for nationwide insurance sales. As far the 
OCC is concerned, if a bank hfts £in office in a small town, it can 
act as an agent anywhere. Congress cleeirly never intended this. 

To add insult to iitjury, the OCC has advised national banks that 
they need not abide by State law when they engage in the insur- 
ance business, including State insurance agent broker licensing 
laws. To this, I say one thing, where do I sign up to become a na- 
tional bank? 

Each State enacts licensing laws to protect insurfince consumers. 
It doesn't matter that a State legislature has made reasonable deci- 
sions about the circumstances under which anyone can engage in 
the insureince business. The Comptroller tells national banks they 
may simply ignore State law. 

Mr. Chairman, like it or not, we have a State system of insur- 
ance regulation. There shouldn't be £in exception for certain enti- 
ties. H.R. 1317 would affirmatively reinforce the primacy of State 
regulation in this area of commerce. We appreciate Mr. Bliley and 
Mr. Dingell's introduction of H.R. 1317, and we are grateful that 
many members of this committee have signed on as supporters. 

We look forward to continuing to work with you as OEtnking re- 
form legislation moves forward. Thank you for the opportunity to 
testify today. 

Mr. OXLBY. Mr. Grace. 

STATEMENT OF MICHAEL GRACE 

Mr. Grace. Thimk you. Chairman Oxley, for holding this hearing 
today. I also want to thank Chairman Bliley and Congressman 
Dingell for their roles in this hearing and their thoughtful efforts 
to resolve this difficult issue before us. 

I am grateful for the opportunity to speak with you this morning 
about the concerns that I and my fellow independent insurance 
agents share about efforts to grant banks increased access into the 
insurance industiy. My name is Mike Grace. I am an independent 
insurance agent and a member of the National Association of Pro- 
fessional Insurance Agents. 

PIA is a national trade association representing more than 
180,000 independent agents, brokers, and their employees through- 
out the United States. The insurance agency that I represent has 
been a vital part of our community for more than 100 years and 
what you decide here in Washington will surely affect us back 
home. 
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The desires of big bank interests to affiliate with the insurance 
industry has little to do with the purported goal of enhanced global 
competitiveness and more to do with capturing a share of the do- 
mestic insurance producer's market. While we nave concerns about 
H.R. 1062 in its present form because it does not address the 
OCC's increasingly brazen interpretations of national banking law, 
PIA is not oppos«l to reforming antiquated Glass-Stea^l restric- 
tions on banking activities. 

We are, however, opposed to any compromise agreement that 
would pair Glass-Steagall reform with measures allowing banks in- 
creased access into insurance markets. Such a compromise would 
benefit only big business to the detriment of both consumers and 
independent insurance agents, who are predominantly small buai- 
ness owners. 

Banks would gain an enormous competitive advantage over in- 
surance producers if allowed to sell insurance. Banks may not face 
the same regulation and licensing requirements and they would 
have a captive audience to which they could market insurance. 
Banks would have access to ready-made customer lists and infor- 
mation about a potential client's financial status and insurance 
needs, i.e., does the banking customer have a line of credit, mort- 
gage, car loan, own a business, et cetera, that would require insur- 
ance? 

Information of this type would allow banks to selectively market 
insurance to only the most desirable of prospects. FurUiermore, 
since certain loans require, as a precondition, homeowners and car 
loans, for example, the loan applicant could very well feel coerced 
into purchasing their insurance from the same entity from which 
they are borrowing money, lest their loan be declined. 

Lastly, some consumers may mistakenly believe that FDIC pro- 
tections which are enjoyed only by banks extend to insurance prod- 
ucts sold by banks. They don't, of course, but some consumers could 
undoubtedly think so. 

The most appropriate way to address bank desires to affiliate 
with the insureince industry is to add the Bliley Dingell bill, H.R. 
1317, to H.R. 1062. The purpose of the Bliley-Dingell bill is simple 
and straightforward. It solidifies the States authority to regulate 
the business of insurance. Every entity that engages in the under- 
writing and sale of insurance would be bound by State law regulat- 
ing that activity and no entity would receive special treatment. 

Given the current climate in favor of State's rights and against 
expanding the Federal bureaucracy, it makes no sense to preempt 
State laws and expertise in insurance matters so that large banks 
can secure a Federal right to get into the insurance business. In 
light of the OCC's recent activities, it is particularly important for 
the committee to add the Bliley-Dingell bill to H.R. 1062. 

During the past few years, the OCC has brazenly expanded na- 
tional bank insurance powers through dubious interpretations of 
Federal banking law. One outlandish position taken by the OCC is 
that national banks underwriting or selling insurance need not 
comply with State licensing or ouier regulatory requirements im- 
pacting those activities. 

The OCC's ofEicious intermeddling in an area of law once clearly 
the domain of State insurance commissions has created both uncer- 
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tainty and undermined efTective regulation of some insurance ac- 
tivities. Congress must act to restore iiinctional State regulation of 
insurance by attaching H.R. 1317, the Bliley-Dingell bill, to H.R. 
1062. This is the best way for the committee to halt the Comptrol- 
ler's indiscretions and return certainty to laws and regulation gov- 
erning the business of insurance. 

In conclusion, allowing banks to affiliate with the insurance in- 
dustry on behalf only benefits bie business interests. Consumers 
and independent agents would be harmed. PIA supports the rights 
of States to regulate the business of insurance and it implores the 
committee to amend H.R. 1062 by adding H.R. 1317, the Bliley- 
Dingell bill. 

Unless the committee adopts H.R. 1317, the ftmctional regu- 
latory void created by the Comptroller's rogue forays into insurance 
matters will continue. Consumers will sufler as they are confronted 
by an increasing number of entities which view themselves im- 
mune from the reach of State insurance regulation. 

Thank you again for this opportunity to testify. I appreciate the 
efforts of the chairman, the ranking member, and especially insur- 
ance counsel, Robert Gordon, to accommodate PIA during these 
hearings. 

[The prepared statement of Michael Grace follows:] 



L INTRODUCnON 

Thank you Chairman Fields and Chairman Oxley for holding this hearing tod^. 
I also want to thank Chairman Bliley and CongreBsman Din^ell for their rotes in 
this hearing and their thoughtAil efforts to resolve the difficult issue before us. 

I'm erat^iil for the opportunity to speak with you this morning about the con- 
cern! I and my fellow independent insurance agents share about efforts to grant 
banks increased access into Qie insurance industi^. 

Mt name is Mike Grace. Fm an independent insurance agent and a member of 
the National Association of Professional Insurance Agents. PIA is a national trade 



association representing more than 180,000 indepen^nt insurance agents, brokers 
and their emplOTees throi^out the United States. 

Vm with Wri0it and Percy Inaurance in Baton Bouge, Louisiana. Our agen^ has 
been meeting the insurance needs of consumers since 1883, and although I may look 
like it, I haven't been there that long. This small business has been an important 
part of our communihr for more than 100 years. It's still a vital part of that commu- 
nis, and what you aedde hero in Washington will affect me, our emplovees and 
our customen back home in Louisiana. That's why it was so important for me to 
leave my business to come to Washington to talk with you today. 



The desires of big bank interests to afBhate with the inaurance industry has little 
to do with the purported goal of "enhanced global competitiveness'' and more to do 
with capturing a share of the domestic insurance producers market While we have 
concerns about H.R. 1062 in its present form because it does not address the OCCs 
inereaaingly brazen interpretations of national banking law, PIA is not opposed to 
refbrmiiw antiquated Olass-Steagall restrictions on ba^dng activities. We aro, how- 
ever, vehemently opposed to anv compromise agreement that would pair Glass- 
Steagall reform with measures allowi^ banks increased access into insurance mar- 
kets. Such a compromise would benefit only big business to the detriment of both 
consumers and indepeitdent insurance agents, who are predominantly small busi- 
ness owners. 

Banks would gain an enormous competitive advantage over insurance produc- 
ers if allowed to sell insurance. Banks may not face the same regulation and Ucens- 
<•» _«.:_— .-t;g_ ajid they would have a captive audience to which they could mar- 
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ket insurance. Banks would have access to ready-made customtf lists and infbnna- 
tien about a potential client's financial status and insurance needs (i.e., does their 
banking customer have a line of credit, mot^cage, car loan, own a businesa, etc. that 
would require insurance). Information of this ^rpe would allow banks to selectivdy 
market insurance to only the most deeirable prospects. Furthermore, since certain 
loans require insurance as a precondition — homeowners and car loans, for nam- 
pie — loan applicants may feel coerved into purchasing tbtdi insurance from the 
same enti^ from which they are borrowing money, lest meir loon be declined. 

Consumers slso don't staiid to gain if banks are sllowed to sell insurance. Credit 
insurance, the only tn>e of insurance prevalently sold by banks at this time, is con- 
sistantly sold at the highest possible rate. A 1990 Consumer Federation of America 
study found that credit life insurance, sold almost ecduaively by banks, is "the na- 
tion's wont insurance rip-ofT. Nor can the insurance consumer expect to receive 
sufficient claims service during the existing bankers workweek, which is a far ay 
from the virtual 24-hour service provided^ by the typical independent i 
agent. 

It is 
price is 

would provide no added benefit to the consumer ii 
Bumers may mists' • -^ - -^ ■ ■"—" 

banks, extend to ii ^ 

consumers will undoubtedly think so. 

Amending H.R. 1062 to allow banks into the insurance marketplace will not bene- 
fit consumers and will hurt the many small business owners who sell insurance for 
a living. My very livelihood may depend on the outcome of this Committee's delib- 
erations about bank affiliation language. 



The most appropriate way to address bank desires to affiliate with the insurance 
industry is to add the Bliley/Dingell Bill (H.R 1317) to H.R 1062. The purpose of 
the Bliley/Dingell Bill is simple and straigjit forward: it solidifies the States' author- 
ity to r^ulate the budness of insurance. Every entity that enga^s in tile under- 
writing or sale of insurance would be bound by state law rwulating that activity. 



law rwulating 
special treatme 



clarifies the statement of federal policy codified in the McCarran Ferguson Act — 
States regulate the insurance industry. In fact, when McCarran was enacted in the 
mid 1940 s it was in response to a Supreme Court dedsion that put in to question 
the supremacy of State insurance reguiatian. The supremaOT of State law in regards 
to insurance has been universally recognised (dace our country was formed. 

A sophisticated State insurance licensinE and regulator; structure has developed 
over the past 200 years. In contrast, no sucn federal repilatory scheme exists. Thus, 
the public has a substantial interest in the continued Mnctional regulation of insur- 
ance by the States. The importance of insurance to a modem, industrial society has 
made the sale and underwritine of insurance one of the most regulated professions. 
States frequently revise and update their laws to ensure a solvent industry end ade- 
quate consumer protections. 

Given the current climate in favor of State rights and against expanding the fed- 
eral bureaucracy, it makes no sense to preempt State laws and expertise in insur- 
ance matters so that large banks can secure a federal righj. to get m the insurance 
business; especially when no system of federal relation currently exists and creat- 
ing such a federal system would dupheate an existing and capable State system of 
r^ulation. 

The most viable alternative for the Committee is to reaffirm State rights to r^^- 
late insurance as called for in H.R 1317. As Chairman BlUey has noted, such reaf- 
firmation is required to ensure that all entities involved in insurance are on a levd 
[daying field and sulgect to the same consumer protection requirements, and that 
the insurance buying public has consistent assurances of quali^. 

Adding the Bliley/rangell Bill to H.R, 1062 will not prohibit banks fixun affiliatine 
with the insurance industry. It merely leaves that detennination to State rc^- 
lators, who are in the best position to make such a dedsion. 

[V. THE OCC HAS EXCEEDED ITS MANDATE AND IS TRAMPLING STATE RIOHTS 

In light of the OCC's recent activities it is particularly important for the Commit- 
tee to add the Bliley/Dingell Bill to H.R 1062. During the past few years the OCC 
has brazenly caqtanded national bank insurance powers thrmi^ dubious interpreta- 
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tions of federal banking laws. One outianduh position taken by the OCC is that na- 
tional banks underwritiiv or selling insurance need not eomplr with Stat« licensing 
or other regulator; requirements impactiug those activities. Since the Comptroller 
has neither the ezpertise or actual rMulations on the book addressing insurance ac- 
tivities, his declaration that national banks need not comply with State laws has 
created a regulates; vacuum which is unacceptable and unworkable. 

Although banks claim they are willir« to submit to functional state insurance reg- 
ulation, that assurance rings hollow, "nio OCC has repeatedly told national banks 
that thOT need not abide by state insurance laws when engaging in insurance-relat- 
od activity. Banks have prodainwd their desire to enter the insurance business and 
look to the Comptroller to champion their interests. While national banks are pres- 
ently acceding to State licensing requirements, there is no reason to beheve they 
wiU do so in the future. In fact, banks have repeatedly informed State regulators 
and courts that they are only abiding by these laws "voluntarily". 

The OCC is clearly thwarting Congressimia] intent by its rogue actions and is ig- 
noring the competitive implications for independent insurance agents. National 
banks are not the only entities that seek to escape state insurance regulation. There 
have been problems with foreign insurance companies as well. Indeed, there have 
been problems with domestic companies issuing insurance contrary to state law— 
a very substantial problem if tiie company should be unable to pay the claims, be- 
cause the poUcyholoers will not be covered by state insurance insolvency funds. 

The DOC'S tmdous intermeddling in an area of law once clearly tne domain of 
State Insurance Commissions has created uncertainty and undermined effective reg- 
ulation of some insurance activities. Congress must act to restore functional State 
r^ulation of insurance. Attaching H.R. 1317. the Bliley/Dingell Bill to H.R 1062 is 
the best way for this Committee to halt the Comptroller's indiscretions and return 
certain^ to laws and regulation governing the business of insurance. 

V. CONCLUSION 

While PIA recognizes the sincere efforts of Members and staff to crafl a com- 
promise amendment to H.R. 1062 that would address banks and insurance in the 
context of afOliation, we can not support such a compromise at this time. As I have 
stated earUer, allowing banks to sftuiate with the insurance industry only benefits 
big business interests. Consumers and independent insurance agents would be 
harmed. PIA and the 180,000 insurance profiessionals it represents would vehe- 
mently oppose H.R. 1062 if any such affiliation language is added. 

PIA supporte the rights of States to regulate the business of insurance and im- 
plores the Committee to amend H.R. 1062 by adding H.R. 1317, the BUley/Dingell 
Bill. Unless the Committee adopts H.R 1317, the functional regulatory void created 
by the ComptroUer's rogue forays into insurance matters will continue. Consumers 
will suffer as they are eonfi^>nted by an increasing number of entities which view 
themselves immune fivm the reach of State insurance regulation. 

Thank you again for this opportunity to testify. I appreciate the efforts of tiie 
Chainnan and Ranking Member and especially Insurance Counsel, Robert Gordon, 
to accommodate PIA during the Committee's consideration of H.R. 1062. 

Mr. OXLBY. Mr. Browne. 

STATEMENT OF PETER C. BROWNE 
Mr. Browne. Thank you. Chairman Ozley, for holding this hear- 
ing today and inviting the National Association of Life Under- 
writers to testify. 

My name is Peter Browne and I am president of Price, Raffel and 
Browne, Incorporated, an insurance agency in New York City spe- 
cializing in life and health insurance and employee beneflts. I am 
Chairman of NALlTs Federal Law and Legislation Committee and 
also Chairman of the Brace Coalition in New York State, which is 
a coalition of insurance agent trade associations that seeks to pre- 
serve the separation of banking and insurance. 

There is no doubt that H.R. 1062 is an important bill for the 
banking industry, but it is equally important for the insurance in- 
dustry, especially when there is talk about using Glass-Steagall re- 
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form as a basis for allowing banks increased access to insurance 

markets. 

We cannot support H.R. 1062 in its current form because it is not 
insurance neutrm. It permits alliances between banks and insur- 
ance entities, and while giving banks expanded powers, it does 
nothing to curb the excesses of me Comptroller of the Currency. 

Unless H.R. 1062 is joined with H.R. 1317, the Bliley-DingeH bill, 
we will oppose H.R. 1062, and we will strongW oppose any attempt 
to join a provision that preempts State anti-amliation laws. 

If a State has decided that banks within its borders should not 
engage in insureince activities, it should not be Eifdliated with those 
who do. Congress should not override thatjudgment. New York has 
been studying this issue for longer than Congress. We enacted the 
law that formed the basis of the National Bank Act. 

In New York, banks can sell credit-related insurance and they 
can sell annuities, but they cannot sell other forms of insurance. 
There have been suggestions for change. A commission several 
years Eigo recommended the very type of affiliation some would like 
to create through Glass-Steagall reform, but our elected represent- 
ative decided it was not in the best approach for New York, and 
banks and the insurance industry have been thriving in the State. 

Not every State has made the same judgment, but their judg- 
ment should be respected. States have been regulating the insur- 
ance industry throughout this country's history. For most of that 
history. Congress did not believe it had the constitutional authority 
toregulate the business. When the Supreme Court held otherwise, 
Congress quickly enacted the McCarran-Ferguson Act, reafRrming 
the States' supremacy in this area of Congress. There is no Federal 
substitute and there is no reason to create one, nor should there 
be a void. States have developed a complex system of laws designed 
to protect the consumer. 

State licensing laws, for example, require me, as an insurance 
agent, to be qualified to market the life insurance products that I 
sell, tfnfair trade practice laws govern mv relationship with the in- 
surance companies I contract with and tne customers that I serve. 

Every State has its own set of regulations. There is some degree 
of uniformity, but each Stote perceives the needs of its citizens dif- 
ferently. I could not pretend that the interest of insurance consum- 
ers in my Stote are the same as those of the citizens of Hawaii and 
Congress should not be stepping in to reshape those Stete-specific 
judgments. 

At a time when Congress is returning more authority to the 
Stetes, it should not take away authority Stotes have had for over 
200 years. Congress must insure that every entity that engages in 
insurance activities abides by these Stote laws. H.R. 1317 would do 
just that. 

The m^jor concern, of course, is the Comptroller of the Currency. 
This unelected Federal regulator has decided that national bEinks 
need expanded opportunities for fee income and so he has granted 
them expanded nonbanking powers. Insurance agency powers are 
the favored approach, and we have seen it especially in the life in- 
surance area where the Comptroller has decided that annuities are 
not really insurance and that national banks can underwrite the 
CD annui^. 
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More disturbing at the same time, the OCC advises national 
banks that they need to abide by State insurance laws. A State 
cannot force them to be licensed to sell insurance. The banks need 
not abide by other laws that they do not like. This creates a totally 
unacceptable situation for the customer who must deal with this 
entity that has taken itself outside the r^ulatoiy system. It is also 
unfair to everyone else that must abide by the State rules. 

If banks want to enter into this nonbanking business, they must 
pl^ the same rules applicable to everyone else, and those are 
State-mandated rules. Now is the time to act £md we urge you to 
claiify States' rights in this area and add H.R. 1317 to your Glass- 
Steagall reform package. We will fully support such a biU. 

Mr. OxLBY. Thank you, Mr. Browne, and recognize the gen- 
tleman from Massachusetts. 

Mr. Markey. Thank you, Mr. Chairman, v^^ much. 

Mr. Browne, let me ask you this question. The Bliley-Dingell leg- 
islation which is pending before this committee, in my opinion, is 
consistent with the prevailing view in Washington these days that 
the States are better positioned to identify and serve the needs of 
their citizens rather than the Federal Government. 

In many areas of commerce that otherwise appear national in 
character, that has long been the operating philosophy. Why should 
we move away from this traditional and well-testea approach to in- 
surance regulation, especially when that would seem to be incon- 
sistent with the prevailing mood at the time? 

Mr. Browne. Move away from States' rights? 

Mr. Markey. Yes. Why would we want to move away from 



Mr. Browne. We wouldn't want to move away from States' 
rights. I moEin, the purpose of our testimony here today is to give 
the regulatory authority to the States where they belong, where 
they now currently regulate the insurance laws. 

Mr. Markey. It was a friendly question. 

Mr. Browne. I am sure it was. 

Mr. Markey. It was meftnt to be a watermelon. 

Mr. Browne. I thank you, sir, for that. 

Mr. Markey. Mr. Klagholz, we have been given a memo written 
by the American Bankers Association and submitted to all Mem- 
bers of the House of Representatives. In it, the ABA strenuously 
objects to the provision in the Bliley-Dingell bill that permits the 
States to defme insurance contending that this unwisely fragments 
what is logically national in character. 

Let me ask you, today, the United States is the largest and the 
most vibrant economy in the world with the deepest and the most 
liquid capital markets and with diverse financial services available 
to all citizens. All of this has been achieved even though the States, 
not the Federal Government, have been the principal regulators of 
insurance. 

So what is so awful about H.R. 1317 restating what has been 
true implicitly for most of the Nation's history and has been true 
explicitly since the McCarran-Fei^son Act was passed in 1945? 

Mr. IUAGH0I2. Congressman, we enthusiastically support H.R. 
1317 emd are enthusiastically anticipating moving forward in that 
direction. As to 
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Mr. Markey. Now the panel is getting into the spirit of my ques- 
tions. 

Mr. Klagholz. Thank you, Congressman. As to insurance regu- 
lation and a definition of insurance, as I mentioned in my testi- 
mony, insurance regulators at the State level have been regulating 
insurance for over 200 years and there has not been one example 
of an insurance regulator encroaching on banking products and de- 
fining them to be insurance. 

The examples, however, in the other direction by the Office of the 
Comptroller of the Currency defining insurance products to be 
banlung products, there is evidence in that regard. 

Mr. Markey. That gives rise to my final question which, Mr. 
Grace, I would like you to smswer if you would. Many Americans 
believe that privacy is violated when they receive something as rel- 
atively innocuous as junk mail and phone solicitations. I wonder 
what their reaction would be to efforts by banks to use information 
that they obtziin from individuals in connection with obtaining a 
mortgage or other type of loan in order to sell them other products. 

For example, is it fair or even responsible for a bank to know ex- 
actly the type and quantity of a borrower's assets or other invest- 
ments and then use that information to attempt to sell the bor- 
rower competing products that other companies might also want to 
sell them? 

And similarly, what if the bank knows that a large deposit has 
been made into an insured savings or checking account and then 
speciflcally targets that depositor in an effort to persuade him to 
buy an uninsured investment or insurance product which of course 
would provide a tidy fee to the hank if that deal was consummated? 

Mr. Grace. I can promise you that a lot of bsmkers would be 
staying in real close touch with their attorneys; I would feel rel- 
atively sure, and I can also promise you that each one of you mem- 
bers would be getting an awful lot of phone calls from your con- 
stituents at home, because I find it hard to believe that the Amer- 
ican public would sit baclE, and when they are so particular about 
ever^hing else that happens, they would sit back and allow some- 
one to research their credit history and to cross-tie it in any fash- 
ion. I think it would raise big problems and I think you would hear 
an outci? from the public. 

Mr. Markey. Okay. I thank you, Mr. Chairman. That is all I 
have at this time. 

Mr. OXLBY. The gentleman from Washington State, Mr. White. 

Mr. White. Thank you, Mr. Chairman. 

I just have a few questions and I am not sure I would character- 
- ize these as watermelons, but they are kind of the same questions 
that the gentleman from Massachusetts was asking but I am ask- 
ing in a somewhat different way, and perhaps, Mr. Browne, we 
could start with you. I would like to hear what everybody on the 
panel would like to say about it. 

The fact is, I think, if we did have one nationwide standard in- 
stead of 50 State standards, there would be some streamlining of 
the system there, and of course we do have a commerce clause in 
the Constitution that allows us to adopt a nationwide standard 
when we think it would improve the prospects for interstate com- 
merce, and I would think that even for many of the people involved 
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in the insurance ^encies, it would be easy to administer an insur- 
ance business if you had one standard rather than 50 that you had 
to deal with. 

What kind of advantages do we get from a 50-state situation that 
outweigh the advantages of streamlining it and having one nation- 
wide standard? 

Mr. Browne. The States' regulation of insurance is somewhat, 
while not altogether — there is uniformity in the States' rights in 
terms of regulation — most of them regulate insurance basically the 
same way, the licensing provisions, the continuing education provi- 
sions. I don't know how you would handle that on a Federal level. 
It would be an enormous undertaking, and I am not sure that it 
would — I am sure it would not work, but there are too many things 
in the regulation of insurance that would argue against that. As I 
said, education, the licensing in itself is a mfgor undertaking. 

Mr. White. You know, when I get — when I renew my insurance 
polipy or as things happen throughout the course of the year on in- 
surance, I get these little riders from my insurance companies and 
they all say "State of Washington" at the top and they kind of add 
the particular language that is necessary in n^ State. 

Don't you think it would be an advantage if we didn't have to do 
that for 50 States, or am I missing there are some local concerns 
that are so important tJiat they ought to be dealt with at the State 
level? 

Mr. Browne. Yes, that is an important point, but I think the 
NAIC, National Association of Insurance Commissioners, is work- 
ing towards some uniformity in that respect, and we may ulti- 
mately see that come into more play. 

Mr. White. Okay. So you think the industry itself may be able 
to come up with a more standardized, streamlined approach so you 
don't have to have nationstl legislation to do it; is that what you 
are saying? 

Mr. Browne. Correct, yes, sir. 

Mr. White. Any other members of the panel have comments on 
this? 

Mr. Cassidy. Congressman, the benefits that you get is, and I 
don't know if anyone in this room has ever experienced a situation 
where they had a problem with their insurance. "Hiey go to their 
State insurance commissioner or regulator which is located much 
closer. If they have problems in that area, they go to their State 
representative and that is where the problems can be taken care 
of. 

They don't have to come to Washington to deal with an auto in- 
surance question, a home owner's question. These issues have to do 
with their everyday life and I think it is important. 

Mr. White. Mr. Cassidy, you are not suggesting we couldn't take 
care of those auto questions here in Congress? We don't want to. 
I understand exactly. 

Mr. Cassidy. You don't want to, and as to the States' ability to— 
you get a rider specific to Washington, Colorado has terrible hail 
problems. If Colorado feels that they ought to address that in a cer- 
tain fashion, then that is what Colorado should do. We don't have 
those problems in Maryland. Florida doesn't necessarily have those 
problems, but they have problems with wigd. All of these issues are 
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speciHc to the problems in a given State having to do with obtain- 
ing insurance in that State. 

Mr. White. Appreciate that. 

Mr. Klagholz. Congressman, may I make a remark in response 
to your question? 

Mr. White. Certainly. 

Mr. Klagholz. I mentioned in my oral testimony that my office 
is in Seaside Park, New Jersey. My office is literally one block from 
the Atlantic Ocean, and the clients of my town in the county that 
I serve are dramatically different than the problems the insurance 
consumers face in the State of Washington or the State of Ohio, so 
that the problems in the insurance industry from a consumer's 
standpoint aro very local in nature, and notwithstanding that, 
there is a great similarity in the definition of insurance among the 
50 regulators. There are a commonality of policy forms for the var- 
ious, types of insurance policies. 

Oil a di^erent level, and in response to your question, the cur- 
rent mode and mood of this Congress is returning power to the 
most local level possible. Among the 50 insurance departments that 
involve liter£tlly thousands and thousands of employees, I don't 
think anyone in the current Congress would consider it wise to 
move that up to Washington. 

Mr. White. I appreciate your thoughts. You know, my home in 
Seattle is less than a mile from Puget Sound, so we snare some 
similarities there. It is also on an earthqualw fault, so I would have 
to agree with you there are different differences. 

Mr. Grace. 

Mr. Grace. We have similar problems with hurricanes in Louisi- 
ana as you are all aware, but my colleagues have said it very well. 
The biggest problem that we have in Louisiana is we have a lot of 
oil Emd gEts business that requires a special and specialized ap- 
proach, and there are manv other are£is like that from State to 
State that can best be served by handling it on a Stete basis. 

Mr. OxLEY. The gentleman's time has expired. 

The gentleman from Pennsylvania. 

Mr. Klink. I thank the Chairman. 

For the panelists, I want to start off here. I have a copy of an 
OCC interpretative letter that discusses State law, and in this case 
it is the Stete of Connecticut, and I want to read a portion of it 
and I would ask each of the four panelists to comment about this 
and tell me if this is the type of OCC action that you are concerned 
about. 

It says that, "even if Connecticut law is amended to permit finan- 
cial institutions to obtain licenses, licensing restriction of the stat- 
ute would still be preempted by Federal law as it is related to na- 
tional banks. Such licensing restrictions represents the Stete's at- 
tempt to license an activity which national banks are authorized to 
conduct without a license. 

The OCC has opined that the power to license is the power to 
prohibit, and that a State may not impose a licensing requirement 
on a national bank engaged in the sale of annuities. Thus, any at- 
tempt to require a national bank to obtain a license from the State 
would be preempted." 

Mr. Klagholz, could I start with you? 
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Mr. KLAGH0I2. Yes, Congressman. 

I agree with you completely, and this is a very vivid example of 
the C5omptroller of the Currency setting his own agenda. Virtually 
every player in eveiy State must be licensed. There is a substantial 
investment involved in that. Many of the States, in conjunction 
with their licensing laws, have continuing education requirements 
and it is a continuing expense and investment on the part of a 
business owner to see that everyone in the agency is professionally 
competent, and that is the reason for State licensing. And as I said, 
every player at this moment must be licensed, but the Comptroller 
of the Currency has a history of carving out special niches for the 
banking industry. 

Mr. Klink. Mr. Cassidy. 

Mr. Cassidy. Congressman, the question in my mind, is the 
Comptroller more concerned about the bank's ability to not — or 
banl^ not being discriminated against and their ability to further 
their cause, or is it as insurance laws, licensing laws are con- 
structed, the protection of the consumer? 

As Jim pointed out, the issues of licensing have to do with mak- 
ing sure tnat the individuals that are selling insurance are com* 
petent to do so to the consumer and if— and I have to question, is 
the Comptroller just not concerned about that? Because if that is 
the case, then I think clearly we need to address the issue. The 
consumer is the person that I think we should be concerned about. 

Mr. Klink. Mr. Grace. 

Mr. Grace. Yes, you are absolutely correct. We are concerned be- 
cause we feel exactly tiie same way, ttiat the bottom line is that 
the licensing is the stopgap. That is what keeps people from step- 
ping out of line. If you pull your license, you can't compete, and we 
feel that is the way it needs to be. 

Mr. Klink. Mr. Browne. 

Mr. Browne. I consider myself a professional in this business, as 
I am sure all of my colleagues do up here, and why should I have 
to be licensed to sell products in the State of New York and 
Citibank not? I mean, that is the crux of the question. 

What I have to do to keep my educational level up, to be con- 
stantly aware of what is going on in our industry and a bank would 
be prohibited from doing simply because they are not governed by 
the licensing laws of the State is just — it is indescribable to me. 
Why should I have to be licensed if they shouldn't? If you don't 
have that regulatory body protecting the consumer through the li- 
censing laws, that is what we are here talking about. 

Mr. KLINK. Well, Mr. Browne, just a "what if." What if we went 
the other way on this and said, you are right, but why have 50 dif- 
ferent laboratories across this country deciding what should be 
done; let's do all at the Federal level so we have a Federal floor 
or Federal ceiling? 

Mr. Browne. Because each State is unique unto itself, as was 
pointed out earlier by my colleagues. New York, Louisiana, Mary- 
land, Washington all have unique problems unto themselves, and 
to have a Federstl licensing law just does not seem probable to me. 

Mr. Klink. Mr. Grace, in your testimony, I wondered if you could 
just go back for a second, could you describe in a little greater de- 
tail, I hope we have time here, the role of the State insurance regu- 
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lators in assessing the solvent of insurance companies? And I 
would appreciate your view, both the strengths and the weaknesses 
of this, if you could give them to me. 

Mr. Grace. I am not sure I understand your question. In regards 
to how the commissioners 

Mr. Klink. Yes. 

Mr. Grace, [continuing] regulate? 

Mr. Klink. Yes. 

Mr. Grace. I am sure each State is different, however, I do know 
that there is an accreditation program now that the States are try- 
ing to get across the country. I know Louisiana recently received 
their accreditation, which was a great asset for our commissioner. 
I think they are stepping a long way and I know the commissioner 
has made a concerted effort to make the regulation, as you said 
earlier, like on a Federal level, make it, you know, go across the 
country. 

Mr. OxLEY. The gentleman's time has expired. 

Mr. Klink. Thank you. Appreciate it. 

Mr. OXLEY. The gentleman, Mr. Deal. 

Mr. Deal. I have no questions, Mr. Chairman. 

Mr. Fields. The gentleman, Mr. Crapo. 

Mr. Crapo. No questions, Mr. Chairman. 

Mr. Oxley. Bless you. 

The gentleman, lax. Frisa. 

Mr. Frisa. Thank you, Mr. Chairman. 

Mr. Oxley. Go for it. 

Mr. Frisa. I just wanted to share a thought as part of a question 
and then ask for your comments. Would it he more in keeping with 
devolving power to have a Federal standard or to allow each indi- 
vidual State to continue to regulate insurance? 

Mr. Browne. We are here to further the States' rights, and in 
our opinion, or all of our opinion, we think that the States should 
regulate the insurance industry. 

Mr. Grace. I would just add that it has worked for 200 years, 
and the old adage, if it ain't broke, don't fix it. 

Mr. Cassidy. Once again, I come back to, if you have an insur- 
ance issue, I think the proper place to take it up is with the State. 
I come back to consumer concerns. Insurance, particularly, as you 
get down to the homeowners, the automobile, that affect people's 
everyday lives, if they have a concern or a problem in this area, 
they should be able to deal at the State level, not have to go to 
Washington in order to straighten out the problems that they may 
have with obtaining homeowner's insurance or automobile insur- 
ance, and I just don t feel that the Federal Government is equipped 
to handle that at this time. 

Mr. Klagholz. Congressman, I believe, and I think it is the 
opinion of the current Congress, but I don't want to speak on their 
behftlf, that when government is brought to the closest local level, 
government serves the population best, and we believe that regula- 
tion of insurance at the local level serves the insurance consumer 
best. 

Mr. Frisa. I think essentially in many ways, you do speak for 
what I believe this Congress stands for in terms of devolving power 
from the Federal Government to the States and localities, in terms 



d by Google 



167 

of eliminating Federal departments and asencies and scaling back 
this central Dureaucratic control. It would seem that this issue 
might be best handled at the State level instead of going against 
the flow and direction of this Congress. 

I would thftnk each of you for your comments and, Mr. Chair- 
man, I yield back the balance of my time. 

Mr. OXLEY. The gentleman from Florida. 

Mr. Dbutsch. I am tempted to say no questions, but I was going 
to ask the gentleman if he had the same opinion on the products 
liability bill in terms of States' rights. 

Mr. OXLBY. The gentleman would direct his questions to the 
panel. 

Mr. Deutsch. Okay. Yield back the balance, Mr. Chairman. 

Mr. OxLEY. The gentleman from Florida, Mr. Steams. 

Mr. Stearns. Thank you, Mr. Chairman. I am going to follow up 
with some questions here that staff are interested in and I have 
perused their list of questions. 

The first question, wouldn't the increased competition from al- 
lowing banks to provide insurance services ultimately result in 
lower prices and higher quality for the consumer? 

Now, I don't necessarily agree with this, but they felt it was im- 
portant to allow you to, for the record, shall we say, present your 
answer, and I guess Michael Grace of the National Association of 
Professional Insurance Agents might want to answer this. 

Mr. Grace. Yes I appreciate it. I will try to give you a quick an- 
swer. Let's say a large bank in your hometown is approached by 
a major insurance carrier that writes homeowner's and automobile 
insurance and he says, okay, guys, we want to target everybody in 
your bank that you have access to that makes more thfui $75,000 
up to $200,000 Emd we are going to provide homeowner's and auto- 
mobile at a very low price. 

The independent agents sitting out on the street are going to lose 
business to the bank. They will very possibly lose their contract 
with that m^or insurance carrier because they can't provide them 
the business, and then the average main street type guy making 
$25,000 a year, blue collar worker that has been a good client for 
this major carrier, is going to lose his insurance as well because 
that insurance figent lost his contract with that company, and you 
are going to have a ground swell of people out there that are not 
going to De in a better position price wise; they fire going to be in 
a worse position. They are going to have their insuramce cimceled 
and they are going to have nowhere to go, and this is a very likely 
problem. 

Mr. Steahns. Aiwone else on the panel that would like 

Mr. Klagholz. Congreseman, I would like to address that. First 
of all, if there is an assumption that the insurance business is a 
noncompetitive business, it is an erroneous assumption. As I men* 
tioned in my oral statement, our association represents 300,000 in- 
surance professionals and there are similar representations with 
the other members of the panel. 

So insurance is a very, very competitive business. 

There is one example, however, that I would like to give on the 
other side of the arena and that is in the area of credit life insur- 
ance, and that is probably the most expensive product of that type 
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available in the market, and where there is competition, the bene- 
fits to the consumer are significant. 

Mr. Stearns. Let me try and be balanced in this and trjr and 
give — allow both sides here, because as you know, we have friends 
on both sides of this position. 

For the past 100 years, savings banks have been permitted to 
sell life insurance in New York, Massachusetts, and Connecticut. 
Does that experience indicate some success here or sort of go in op- 
position to some of your testimony regarding bank insurance sales? 

Mr. Browne. Allow me to finswer that question, Congressman. 

Mr. Steabns. Sure. 

Mr. Browne. Being from New York, I am fairly familiar with the 
Savings Bank Life Insurance program. Savings bank life insurance 
companies were set up in the 1930's, I believe, ostensibly to provide 
a source of insurance for people that would want to walk into a 
savings bank to purchase insurance. They are not sold by agents. 
They are sold basically in the lobbies of the savings ban^. It is a 
leg^ reserve life insurance company that abides by most of the 
laws of the State of New York, except that it eixjoys some favorable 
tax treatment and somewhat is subsidized. 

The question of whether it is competitive or not is one that we 
questioned in New York State approximately 8 years agio when we 
did a study to determine whether the savings bank life insurance 
were more economical, more competitive than purchasing life insur- 
ance from someone such as me. 

The study that was concluded was that the marketing expense 
and the costs involved in that were as much or greater than the 
commissions that were paid to an agent. 

Be that as it may, the savings bank life insurance has prospered 
and thrived in the State of New York, but it serves a specific mar- 
ket. It is maximum insurance that can be sold today is $100,000. 
It can be a little bit more if you purchfise term insurance and it 
is limited to that and, as I say, it is marketed through agents — 
through the banks. 

Mr. Stearns. What I hear you talking, you talking about these 
conditions, you know, we are tiying to come up with a compromise 
between the two industries. Do you think off of what you just said 
there are some compromise languages? 

The staff has indicated that during these hundred years that the 
savings banks have been permitted to sell life insurance in New 
York, Massachusetts, and Connecticut, there has not been a single, 
single allegation of tying or coercion against these savings banks 
in these tmree States. I don't know if that is fact but that is what 
the staff has. Is that — let me ask you first of all, is that true to 
your knowledge? 

Mr. Browne. I don't know that to be true. 

Mr. Stearns. The next question is, do you think off your state- 
ment that stipulations about the limit, the type and so forth would 
be a compromise between the banks and the insurance companies? 

Mr. Browne. Well, if it were to be similar, you would have to 
be forming legal reserve life insurance companies that operate 
similar to the m^or life insurance companies. I don't think that 
that is practical in terms of national banks being in that arena. 

Mr. Oxley. The gentleman's time is expired. 
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Mr. Stearns. Mr. Chairman, I think the other gentleman would 
like just to answer that question, too, if I could. 

Mr. Klagholz. Very quickly, Congressman, it is not our intent 
to interfere with State decisions made by State regulators. 

Mr. Stearns. Thank you, Mr. Chairman. 

Mr. OxLEY. Gentlelady from Arkansas. 

Mrs. Lincoln. No questions. 

Mr. OXLEY. The gentleman from Oklahoma. 

We thank you all for your testimony and this first panel is dis- 
missed. ThanK you. 

The committee will stand in recess until the second panel is set 
up and Chairman Fields arrives. 

[Brief recess.] 

Mr. Fields [presiding]. The joint hearing on the Subcommittee 
on Telecommunications and Finance and the Subcommittee on 
Commerce, Trade and Hazardous Materials is called back to order. 

We have our second panel. Mr. Matthew Fink, President of the 
Investment Company Institute; Mr. Mark Lackritz, President, Se- 
curities Industry Association; Scott Jones, Director, American 
Bankers Association; and Jeffrey Tassey, the Senior Vice President 
for the American Financial Services Association. 

Mr. Fink, we will start with you and ask you, if you would, if 
you cotild confine your remarks to 5 minutes. At the end of 5 min- 
utes, we will ask you to summarize. Your statement will be in- 
cluded in its entirety in the record. 

STATEMENTS OF MATTHEW FINE, PRESIDENT, INVESTMENT 
COMPANY INSTITUTE; MARK LACKRITZ. PRESIDBNT. SECU- 
RITIES INDUSTRY ASSOCIATION; R. SCOTT JONES, DIREC- 
TOR, AMERICAN BANKERS ASSOCIATION; AND JEFFREY 
TASSEY, SENIOR VICE PRESIDENT, AMERICAN FINANCIAL 
SERVICES ASSOCIATION 

Mr. FiNK. Thank you, Mr. Chairmfui. In the view of the mutual 
fund industry, successful restructuring of the financial service in- 
dustry requires satis^ng a number of key elements. We are 
pleEtsed that the bill as reported by the House Banking Committee 
addresses many of these elements in a very satisfactory manner. 
For example, the bill would remove unnecessary legal barriers to 
bank activities in the mutual fund business and modernize the se- 
curities laws to reflect the entry of banks into the mutual fund 
business. But the bill is seriously deficient in that it does not ade- 
quately address other important issues that will arise from Its pro- 
posed repeal of Glass-Steagall. 

This is because the bill before you takes an approach basically 
based on banking regulation as opposed to securities regulation. In 
particular, the restrictions on afuliations in the bill will bar many 
securities firms from entering the banking business, and second, its 
^antin^ to the Federal Reserve Board of broad regulatory author- 
ity will mevitably lead to securities firms that do enter the banking 
business being made subject to bank regulation. And let me ex- 
plain. 

Under the separation which we have had in this country under 
Glass-Steagall, commercial banks on the one hand and securities 
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firms on the other hand have developed very different laws, r^ula- 
tions and operating cultures. On the one hand, bank regulation is 
chfiracterized by etforts to reduce risk; for example, by a tradition 
of not making public disclosures about problems for fear of creating 
runs on banks; for example, by strict prohibitions against affili- 
ations with nonbanking entities; and finally, by regulaHon not only 
of the bank but of its holding company parent as well. 

On the other hand, regulation of tne securities industry takes a 
totally different tack. The emphasis is in fact on encouraging risk 
taking with full disclosure of risk. Securities firms forever have 
been free to afTlliate with any type of entity they want to, and secu- 
rities regulation, ever since the passage of the 1933 act, has been 
limited to the securities firm itself anadoes not extend to the hold- 
ing company parent. 

So you have two models of regulation. I would think that legisla- 
tion that proposes to repeal Glass-Steagall and allow the uniting of 
the banking and securities industry would seek to accommodate 
these two very different approaches, but when you look at H.R. 
1062, it doesn't do that. Instead, it simply takes the bank regu- 
latory model and imposes it on the joint bank securities holding 
companies. I think this would be a gross disservice to the securities 
industry, and more importantly, to the capital formation process 
and to the economy as a whole. Let me just give you two examples. 

The bill would impose on these new financial service holding 
companies the same affiliation rules that apply to banks. Thus, one 
of these companies generally could not have insurance affiliates, 
real estate affiliates or commercial affiliates. But securities firms 
have always had these affiliates and there is no apparent problems 
that have ever been revealed. 

We recently conducted a snap survey of the mutual fund industry 
Euid we got results from about 60 percent of this Nation's $2.3 tril- 
lion mutual fund industry, 40 percent of the respondents have in- 
surance affiliates, 14 percent have real estate affiliates, and 12 per- 
cent have nonfinandal affiliates. 

If the bill was enacted in the form before you, it would create a 
vast competitive inequity. On the one hand, eveiy single bank in 
this country would be aee to enter the securities business because 
they don't have impermissible affiliations, but many securities 
firms would face a Hobson's choice; either they could break up their 
longstanding relationships with other lines of business in order to 
enter banking, or they could retain those existing businesses and 
stay out of banking but accept a permanent competitive disadvan- 
tage versus combined banking securities giants. 

I am unawEtre of any public policy that is served by this result. 
Our written testimony offers several alternative approaches which 
attempt to accommodate the differing needs of the oanking and se- 
curities industry. But the current bill before you ignores the need 
for any accommodation whatsoever and simply takes the affiliation 
rules in the banking industry and slaps them on the securities in- 
dustry, and from the point of view of the mutual fund industry, 
this is totally unacceptable. 

My second example relates to the proposal in the bill to have 
these new financial service holding companies, these bank securi- 
ties conglomerates, regulated by an umbrella regulator, the Federal 
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Reserve Board. With all due respect to the Fed, we are very con- 
cerned that over time, this would inevitably mean a steady and 
dangerous extension of bank safety and soundness principles, secu- 
rities activities. Such a result would be extremely damaging to our 
Nation's capital markets, which are the best in the world, which 
are premised on risk-taking by securities firms. 

And let me say, our concerns are not theoretical. Last week. 
Chairman Greenspan of the Fed — last month, suggested that the 
BoEird's proposed role as an umbrella regulator could be to assess 
and take action to limit the actions of the nonbank affiliates and 
the holding companies. 

And if you look at other countries, they demonstrate far better 
than I can orally how supervision of securities activities by bank 
regulators will stifle innovation and creativity, and I would just ask 
the committee or its staff to speak to the mutual funds and securi- 
ties industries in Europe to find out how stifling bank r^ulation 
is to securities industries. 

Mr. Fields. Mr. Fink, if we could ask you to summsuize, please. 

Mr. Fink. Finally, we give other examples and I would simply 
say again, here our testimony offers alt^matives so the Fed wiU 
not become the umbrella regulator over the securities industry. I 
would hope as this moves along, the committee will just keep one 
thing in mind. 

Financifil services reform is not simply a matter of bank powers 
and bank regulation. Reform affects even segment of the financial 
industry, as well as all consumers of nnancial services find the 
economy as a whole. And finally, I would say the fatal flaw in the 
bill before you, it simply assumes that all of this involves is bank 
powers and bank regulation and that is not the case. 

Thank you, Mr. Chairman. 

[The prepared statement of Matthew Fink follows:] 



I. INTHODUCnON 

My name ia Matthew P. Fink. I am President of the Investment Compaiw Insti- 
tute, the national association of the American investment company industiy. The In- 
stitute's membership includes 6,669 open-end investment companies C^utual 
funds"), 470 closed-end investment companies, and 12 sponsors of unit investment 
trusts. The Institute's mutual fund memDera have assets of over $2 trillion, account- 
ing for approximately 96 percent of total industry assets, and serve over 36 million 
individual shareholders. The Institute's members include mutual funds advised by 
investment counseling firms, broker-dealers, insurance companies, and commerciu 
firms. The Institute's members also include approximately 1200 mutual funds ad- 
vised by banks, accounting ft ' ' "" . » n . , ,. i i -. , , 
banks. I am pleased to be hen 
CkimpetitivenesB Act of 1995." 

The Institute has been an active participant in the debate over financial 9 

reform over the years. Most recently, the Institute testified on H.R. 1062 before the 
House Banking and Financial Services Committee.i The Institute's testimony en- 
dorses what we believe are six imperatives for successful legislative restructuring 
of financial services, namely — 

(A) the need for Congress to establish competitive equality for securities fums 
wishing to engage in commercial banking; 

'See Heailnp concemlnB H.R, 1062, the "FlDanctal Serricee CompotltlvgneM Act of 1996" be- 
fore the Hmim Banking and Financial Servleei Comm. (March T, 199EI (Statement of Matthew 
P. Fink, PrMident, Inveatinent Company IniCitute). 
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(B) the need for Congress to rationalize the role of the Federal Reserve Board vis- 
a via the securities activities of financial services holding companies; 

(C) the need for CongreBa to remove unnecessary I^al barriers to bank mutual 
ftind activities; 

(D) the need for Congreaa to rationalize the reepective functione of the various 
banking and securities regulators, both to eliminate regulatory burdens and duplica- 
tion ana to close gaps in regulation; 

(E) the need for Congress to modernize the Investment Company Act to reflect 
bank entry into the mutual fired business; and 

(F) the iksed for Congress to modernize the federal securitieB laws by removing 
certain ^cemptJons for banks. 

H.R. 1062 contains essential elements that help attain several of the above goals, 
including fiinctional regulation, coordination among banking and securities npi- 
lators, and modernizing the Investment Company Act Ultimitdy, however, the bi 



n. IMPERATIVES FOR SUCCESSFUL LEGISLATION 
A. CorTipelilive Equality 

As reported by the House Banking Committee, H,R. 1062 would require that own- 
ership of an insured bank occur through a financial serviceB holding company and 
woula dictate the types of businesses that would be permitted to affiliate within 
such a holding company. The bill's very restrictive approach permita the new finan- 
dal services holding company to own a bank and a securities firm, but extends to 
that entity man^ of the other ownership restncttone that currentiy apply to bank 
holding compames. Thus, the bill would prohibit a new financial services holding 
company &om owning any '^onfinandal" company and greatly restrict its ability to 
own an insurance companv.' The bill incorporates principles of banking r^ulation 
hv imnosing these ownersnip restrictions on new financial services holding compa- 
t does not recognize, to any significant extent, the different regulatory 



scheme that governs securities firms, whldi does not restrict such afEUiations. 

The consequence of this is that banks will be &«e to enter the securities business, 
because they currentiy are not engaged in any of the businesses deemed impermis- 
sible by the bill. By contrast, for securities firms, these restrictions win prove very 
problematic. Because there never have been legal restrictions on securities firms 
affiliating with other businesses, many of the nation's securities firms would be re- 

auired to divest their nonfinandal bustnesees in <«da- to rain reciprocal access to 
le banking business and avail themselves of the benefits of allowing bankins orga- 
nizations and securities firms to afDliate, (It is the bdief In the existence ot these 
benefits that is the premise of this legislation). While the bill also provides that fi- 
nancial aervices holding companies may own "finandal" businesses, the bill's defini- 
tion of "financial" is unduly restrictive in that it excludes insurance snd does not 
clearly include real estate, both of which are commonly thou^t of as bein^ finan- 
cial. Because many securities firms are extensively engaged in insurance, this activ- 
ity, too, would have to be divested or scaled back considerably for such firms to exer- 
cise the combined securities and banking [Mwers granted by the bill.' 

Simply put, the lull's treatment of pennissible business combinations for financial 
services holding compames is unCalr and inappropriate. Based on an Institute sur- 
vey* of its members, it is dear that the bill would present many of them— unlike 
tiieir bank competitors— with a Hobson's choice: to break up their current and long- 
standing lines of business in order to take part in the new opportunities presented — 



o deteimins that iniurance is a "flnandal" activi^ for thii purpcne. In addition, the bill doea 
not make dsar the extent to which flnandal lemces holding companiee may own real estate 
companiea. Rather, the bill vests the Board with the authority to make this determination. 

' Since the bill's treatment or real «tate is unclear, b secuiitiee firm would have to conflnD 
with the Board whether it has to divest or reduce its interest in any real estate company owned, 

*The Institute's survey results are based on responses from 129 mutual fund companies, 
which represent one-third of all mutual fund complexes and approximately 60% of industry as- 
seta. The survey results referring to asset* do not include asseta under management, including 
those from mutual fund operations. Mutual fund companies with a commercial bank afliliats 
were not included in the survey. 
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combined banking and lecuritieB flnns — or to retain eodBtdng businessee and accept 
a permanent competitive disadvantage viB-a vis such new combined firms. 
The survey results, set forth in detail in Attachment 1, demonstrate that — 

• Approximately 40% of the survey respondents have an insurance company affili- 

ate. A significant majority of these ctmipanies have more than half of their as- 
sets invested in the insurance buBinesB and derive more than half of their reve- 
nues from this business. The bill would require these buainewea to be di- 
veeted or at least sulMtantlally scaled back. 

• Approximately 14% of the survey respondents have an affiliate engaged in the 
i«al estate business. Significant portions of these companies' assets are invested 
in the real estate business and significant portions of their revenues are derived 



from the real estate business. At a mlnfmuni, the bill would reauire the 
oompany to seek the Board's approval to retain this type of ouslness. 
The Dill might alao require the company to scale back or divest its ln> 



tereet in tUs type of oompany. 

• Approximatdy 12% <^ the survey respondents have nonflnancial affiliates. The 
nonfinandal affiliates of several of these companies account for a substantial 
amount of the company's assets and revenues. The bill would require these 
bustnessss to be divested. 
The Institute urges the Committee to amend the bill to remedy these inequities.* 
The Institute has several recommendations which we believe will effectuate this 
purpose. First, in our judgment, the bill should explicitly provide that insurance ac- 
tivities are permissible financial activities for all Snandd services holditu; CMnpa- 
niee.B In addition, the Institute recommends that the Committee amend the bill to 
permit securities firms that become financial services holding companies to retain 



nonfinandal businesses to a greater degree. At a minimum, securities firms should 
be able to retain nonfinandal businesses that constitute up to a certain percentage 
of the overall assets of the ctnnpany (e^., up to 10%), aluiou^ other tests^ (e^.. 



revenue) should be arailable as alternatives. In applying this ai . 

advisers should be able to count assets under management (induding mutual fiind 
assets) as fi""T"Hal assets. Assets under management by an investment adviser 
should be treated no difierenUy than bank deposits for these purposes. 
B. Rationalication of the Role of the Federal Reserve Board 

As a practical matter, the approach taken in H.IL 1062 is likely to de.ter even 
those securities firms on^ eng4|ed in permissible finandal activitiee from becoming 
afSliated with banks. Hub is because any such securities firm would be forced to 
become a financial services holding company subject to regulation by the Federal 
Reserve Board. Since securities firms alreatly are sultject to extensive r^ulation by 
the SEC, the prospect of duplicative and inconsistent regulation, and the attendant 
costs and burdens, will act as a strong deterrent to any securities firm seeking to 
acquire a bank. 

"(110 bill as recently amended attempts to respond to Institute concerns r^arding 
Bank Holding Company Act reauirements that would be applicable to all finandal 
services holding companies under the bill^ by providing more streamlined Board 
oversight for companies engaged primarily in nonbanking activities.' Nevertheless, 



■OUier policy rMUoni al*a support modification of the bill to pwrait finandal Mrvicea holding 
companiei to angise in a wide range of finandBl and noDfinandal activides. For exampls, re- 
stricting the intcy of HCuiitiM firms into the banklDg buiinen could limit an important bdutcs 
of new capital te bank* and reduce competition tma now entrant* that would Ukoly benefit 
comumen. In addition, luch ■ restriction urould deny to nciuities Anns the benefits of eeono- 
mice of scale and scope and increased asset and aeogra|diic diversificBtion that would accrue 
to banks purdiasinK securities firms. Also, tjy limiting finandsi servieet holding companieB to 
Bosid-detennined finandal activities, the bilf would restrict their ability to adapt effidently to 
changes in the mariuL 

'Ine Institute alto recommends that the big eiplldtly provide that real Mtate activitiei are 
pennisdble finandal activities. 

''Ideally, the Committee should permit aecurities firma, induding mutual fund companiei, 
with nonnnandal buiineuee to retain all exiiting busineasea (.i.e., not limited to a peirentage 
of the company'i aaseta) while also permitting them to acquire inaured banki. 

*5ce Hesiingi, lupra st note 1. 

■ To quallAi tor itreamlined Board ovonlght, a finandal aervices holding company would have 
to meet the following conditions: (1) the consolidated total riak-weightad aaaeta of ail banka con- 
trolled by the finandal Mrvices holding comptmy constitute lesa than 10% of the consolidated 
total ria£-wei^ted aasets of the finandal aervieea holding company; (2) tha eonaolidatad total 
risk-wei|jited asseta of all bank* controlled by the finandal aervioes holding company are len 
than five billion dollars; <3) each bank oontroUed by the finandal services holding company 1* 
well-capitaliied and well-managed; (4) tha finandal aervieea holding company providea a written 
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raised by the Institute. Pint, while oatenaibly li . .„ _ . . 

financial Bervicee holding companies and their aubaidiarics, the bill still would grant 
the Board broad flexibUity to perform examinations, require reports, and apply cap- 
ital standards. This degree of rerulation by the Board would be, in the case of secu- 
rities firms that become ftnandal services holding compBiiiee. duplicative of the ex- 
tensive SEC r^ulation to which such firms are already aul^ect. In addition, while 
financial services holding comfianiee would not have to provide notice to the Board 
before engaging in new financial activitieB previoualy approved bv the Board, thMe 
companies still would be reauired to provide notice to the Board utortly afttr engag- 
ing in the new aetivi^ and still would be required to give notice ana obtain prior 
aoproval to engage in new financial activities not previously approved by the Board. 
Inese restrictions on entering new lines of business in response to devdopments in 
the marketplace could be a significant impediment for securities flnns, which never 
have been subject to these ^t>bs of restrictions. 

Beyond these specific concerns, the Institute beUeves that this aspect of the bill 
raises a broader, and more deeply troubling, concern because it does not safeguard 
the essential elements of the securities l>iy»inesB fivm creeping bank r^ulation. 
"nuough taking on market risks, securities firms have helped to make the U.S. cap- 
ital markets the doepeet, moat l^uid, and strongest in Uie world. In 1994 alone, 
these markets raised $1 trillion in capital for companies to support new industries 
and create new jobs."* This capital was raised directly fnta the investing public, 
without the benefit of federal deposit insurance. The securities laws recognize the 
need for securities firms to have sufficient flexibility to succeed in their business 
and do not seek to limit risk-taking. Rather, the securities laws seek to ensure that 
issuers of securities provide fiill and fair disclosure of all material information, that 
fiwudulent or deceptive practices are prohibited, and that confficts ti interest are 
minimized. With these protections in place, the market, not the aacuritiea regulator, 
detwmines wbidi securities are brought to market, and which investments are 
made by mutual fiinds and other invrators. If a particular securities issuance be- 
comes worthless or a securities firm fails, there is no federal safety net to draw on 
and so the costs of such a failure are not borne by the U.S. Treasuty. The failure 
even of a major brokerage firm, such as Drexel, Bumham & Lambert, ultimately 
did not cost the U.S. taxpayer a single penny. 

By contrast, bank regulation is predicated on notions of "safety and soundness," 
a tradition of nondisclosure, and prudential regulation of hd^ng company struc- 
tures. Banking regulation traditionally has limited risk-taking by hanks in order to 
minimize the ultimate cost to U.S. taxpayers of having to bail out federally insured 
banks. Moreover, banking regulators have generally discouraged the level of public 
disclosure required under the securities laws out of concerns over provoking runs 
on depository institutions. It also has been considered to be necessary to r^ulate 
bank tiolding companies in order to ensure that the safety and soundness of banks 
is not threatened by the activities of their affiliates. FinaUy, there is less emphasis 
on preventing conflicts of interest. For example, banks are permitted to engage in 
transactions with insiders to a far greater extent than mutual funds. The reason 
for this likely is that while depositors have the assurance of a federal guarantee, 
mutual flind shareholders have no such safety net. 

The Institute is concerned that if the Federal Reserve Board is made the "super- 
regulator" of financial services holding companies, it may impose safetv and sound- 
ness requirements on securities firms and potentially compromise ana weaken the 
U.S. capital markets. Chairman Greenspan, for example, recently suggested such a 
view of financial services holding company regulation by stating that the core func- 
tion of an umbrella supervisor is to monitor and assess the risks that the nonbank 
portions of the financial institution have on the bank subsidiary and generally on 
the safety net. He also steted that the umbrella supervisor must be able to take 
actions that reduce the accepteble levels of risk.'' 



b bank a 
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•lectiiig t« be governed by the itreamlined procedures; and (6) the lead bank tubaidUiy and 
bank aubaidianes controlling at least eighty percent: at the total Hak-weishted aaaet* of insured 
bonki controlled by the financia] aervices holding companiea have scbieved ■ "satiafactory record 
Of meeting cominumty credit needa' or better at it* moat recent examinHtlan. 

>°Heanng« concernins the "Financial Service* Competitivenett Act of 1995' and Rotated la- 
niei before the Houae Comm. on Banking and Financial Servicea (March 16, 1996) (atatement 
of Arthur Levitt, Cbairman. United States Seeuritle* and Exchange Commiuion). 

"Remarki by Alan Greenapan, Chairman, Board of Govemon of the Federal Reaarve SyMem, 
before (he Slat Annual Conference on Bank Structure and Competition (May 11, 199S). 
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Indeed, history demonstrates that bank regulators given authority over securitieB 
activfties have linposed requirements that are inconsistent with ftindamental tenets 
of •acurities r^^ation. For example, the FDIC adopted a rule in 1984 that limited 
certain insured nonmember bank subsidiaries to underwriting investment quality 
securitieB. I' The Release accompanying the rule stated that the FDIC's purpose in 
adopting the rule was to address the nsk associated with bank subsidiaries under- 
writing securities. The Release also stated the FDIC's view that it had the authority 
to oversee tiie direct and indirect securities activities of insured nonmember banks 
and that it had the authority to address on a case-by-case basis practices, acts or 
conduct it found to constitute unsafe and unsound practices not spediically ad- 
dressed by the rule. Finally, the Release sUted that the FDIC would mntinue to 
monitor bank direct and indirect involvement in securities activitieB take whatever 
action is appropriate. 

The danger also ezista that a single umbrella supervisor mi^t bs tempted to sti- 
fle innovation and preclude new preduet developments by a securities affiUate on 
the grounds that they may compromise the competitive standing of banks. For ex- 
ample, Profbflsor John C. Coffee, Jr. observed in a recent article that a single finan- 
dal services r^ulator mi^t have barred or restricted the growth of money market 
fimda in the 1970's because of the competition these funds posed to bank accounts. 
Such an outcome not only would have oeen anticompetitive, but also a notable dis- 
service to consumers and to the capital marketplace.^ 

In addition to concerns about the inappropriate application of banking n^gulation 
te securities firms, the danger of having an umbrella supervisor like the Board 
overseeing all of the activities of a financial services holding company is that the 
market may behave that uninsured bank holding company subsidiaries have avail- 
able to them the subsidv implicit in the federal safety net." Finally, vesting the 
Board with this potentially duplicative oversight authority appears U be an unwise 
use of government resources that is contrary to more general efforts to streamline 
government.** 

The Institute urges the Committee to revise H.R, 1062 to address these concerns. 
We request that the Committee consider the approach taken in H.R. 814, the "De- 
positoiy Institution Affiliation Act". A financial services holding company under 
H.R. 814 would be permitted to own insured depository institutionB, securities firms 
insurance companies, real estate companies, or any other financi^ or nonfinandal 
company. Each financial services holding company afShate would be fimctionalW 
regwated. There would be no umbrella supervisor such as that contemplated in H.R. 
1062. For example, the SEC would r^ulate any financial services holding company 
securities affiliate.'" In addition, in testimony before the House Banking and Finan- 
cial Services Committee, Secretory of the Treasut; Robert E. Rubin steted that the 
Administration supports permitting affiliations among banks, securities firms, and 
insurance compames, Secreteiy Rubin also suggested a r^ulatory framework of 
functional regulation. 

We also urge that the Committee consider replacing the Board oversisht con- 
templated by the current bill with a functional regulation model based on (he Mar- 



"Rule 33T.4 under the Federal Depoiit Iniurance CorporatiDn Act [12 C.F.R 337.4). 

"Honey market funds have grown from IS fbndi with almost $2 billion in assets in 1974 
to mart than 900 funds with more than $600 billion in aasets in 1994. 

"Hearinn eoneeminc H.R. I0S2 before the Houae Comm. on Banking and Financial Servicee 
(February 28, 1996) (atateroent of Alan Greenspan, Chairman, Board of Goremon of the Fed- 
eral ReauTo System.): Reroariu by Alan Greenspan, supra, at note II. 

"Another aspect of the bill that concerns (he Institute is the requirement that for a financial 
services holding company engaged primarily in nonbanklns activities to be eligible for stream- 
lined Board ovenifdit, eiebty percent of the ftnandal services holding company's bank subsidi- 
aries must have acnieveaa satisfactory record of meeting eommuni^ credit needs or better dur- 
ing its most recent examination. The Institute believes that it is inappropriate to condition a 
company's eligibility fbr streamlined Board oveTslgbt on the company's Mnk sulMldiary bavins 
sudi a record. This standard apparently is derived from the Communin Reinvestment Act a 
19TT. There ia no rational connection, howover, between the purposes of the Community Rein- 
—-•— "t Act and a company primarily engaged in nonbanking activities bnng eligible fbr 



Streamlined Board overai^t. Findins that a company ia eUgible for streamlined Board o\ 

should fbeus on the limited nature of the financial services holding company's banking activities, 
the strength of the compon/s bazik ■ubsidiary, and the compan/e willingnesa to maintain the 
bank subsidiBiy'a aafety and soundness. The bill already contains such conditions. Finandal 
service* holding companies ahauld not be burdened with having to satls^ an additional irrele- 
vant condition to be eUgible for streamUned Board oversight. 

"Unlike H.R. 1062, however, m currently drafted, H.R. 614 would not amend the Investment 
Company Act to add the Important inveator protection proviiiona diacusaed in thia testimony 
nor would it amend the Invratment Advisers Act to require banks that advise mutual funds to 
roister with the SEC. We strongly urge that H.R. 814 be amended to add such provisions. 
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of toiker-dealo- holding companJoi including banks and bank holding companiea. 
Undw the Market Reform An, the SEC may examine and require rep<n-ts only frcnn 
broker-dealera, and cannot r^ulate broko^dealer holding compatdea directly. TtM 
Act requires broker-dealers to obtain information and make and keep records con- 
cerning their pdides, procedures, and systems for monibning and contrcdling finan- 
cial and operational nsks resulting m/m the activities of affiliates. The Act also 
gives the SEC the authori^ to require broker-dealers to file r^ular, summary re- 
porta regarding anjr material riiks to the broker-dealo' fnm the financial and aecu- 
rities activities of its holding companv and other affiliates. Iliese summary re|)ort8 
are designed to provide the SEC with a snapshot overview on a periodic basis of 
any material riakB to the broker-dealer posed by ita afSlieteB.'" In addition, the SEC 
may obtain immediate and more detailed information from the broker-dealer about 
the holding company's activities if the SEC reasonably concludes that it has con- 
cmis framing a broker-dealer's financial or operational condition. The Market Re- 
fonn Act, thus, is a useful model for the Committee to consider in determining the 
qipropriate r^ulation of financial services holding ctxnpanies. 

At a minimiiTn the Committee should consider amending the bill so that a finan- 
cial Bwvices holding company with the limited banking activities permitted by the 
bill (less than 10% of the company's assets-^vhich should include assets under man- 
agement) would not be subject to any direct oversight by the Board. There is no 
need for the Board to retain such extensive authority over a company with such lim- 
ited banking operations, particulaiiy in light of the bill's requirement that the bank 
subsidiary have no more than five billion dollars in aaaets and be well-capitalized 
and well-managed. IB 

The Institute would be pleased to work with the Committee on the approach 
taken in H.R. 814, the Maiket Reform Act approach, or other alternatives that 
would address the need to establish competitive equality between banks and securi- 
ties firms as part of the proposed reform of financial services. 
C. Expaimon Of Bank Mutual Fund Powers 

Banks and their affiliates currentiy are permitted to engage in a wide raiwe of 
mutual fiind-relatad activities. These activities include: (1) serving as a fiinds in- 
vestment adviser; (2) providing discount and fttU-service brokerage services with re- 
spect to sales of mutual fimd snores; (3) providing administrative services to s fiind; 
and <4) serving as a fund's transfer agent and custodian. The Glass-Steagsll Act, 
nonetheless, continues to prohibit banks from underwriting shares of mutual 
flinds.^ In addition, the Glass-Steagall Act, as interpreted by the Board, bars offi- 
cers, directors, and employees of any member bank mm serving as a director, offi- 
cer, or employee of a mutual fund." 

As port of a bill that would accomplish the broad purposes set forth earlier, the 
Institute supports the expansion of banks' mutual fund powers. The remaining re- 
strictions on banks' participation in the mutual fund industry are increasinglv per- 
ceived as "statutory vestiges" that serve no useful purpose in today's finandal mar- 
kete. 

In " -- - - 

20of 

write and distribute the shares of, mutual funds. The Institute also strongly sup- 
ports the bill's amendment to Section 32 of the Glass-Steagall Act that would permit 
an officer, director, or employee of a mutual fund, investment advisory firm, or secu- 
rities firm to serve simultaneously as an officer, director, or employee of a member 
bank. The Institute is particulariy pleased that the bill has been amended &oro its 
initial introduction to expressly remove the current reatrictions on interlocking di- 



" Pub. L. No. 101-433, 104 Sul 978. 

"In 1993, the SEC ttuT was tracking finandalMpwtafhnD approiinuitely 260 brokar-dealers 
and 700 affiliated entities. SEC 19W Annual Report 



associated with nootiadiluinal adivilies will n _ . 

lem 10 long Bi banks and their rwulaton meet prudentUl rule* on adequate capital, piompt 
Bone ctlv e action, and least cost resolution.) 

s* Sections 16 and 21 of the GUss^teagall Act prohibit banks from iponsoring, or underwlit- 
Ina or distributina th* sbares of, mutual Hind*. Ssetian 20 of the Act prahibita natianal banks 
and atata banks mat are memben of the Federal Reserre System from afdliatiiiB with ccmpa- 
nin engaged in sponBoring, or underwriting or distributLog the iharee of, mutual fund*. 

XThe BDard ha> mtarpratad Section 32 of the Glass-Steagall Act to prohibit thsae interlocks. 
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rectorates between funds and banks and between advisers and banks, as suggested 

by the Institute. 

D. Begulatory Rationaluation 

1. Current Regulatory Enoironment and the Need for Functional Regulation. — Ex- 
emptiona for banks under current law, which are discussed more fully below, have 
prompted the federal bankitu; agencies to establish their own competing r^^es for 
rq[ulation of bank mutual mnd activities. The exemptions have ei«ated mconsist- 
endes and conflicts in fiederal regulation. And they nave occasioned needless and 
wastefiil dupUcation of effort among federal regulators. Inevitably, this has placed 
uni^e and unnecessary regulatory burdens on banks engaged in the mutual fund 
busmesB. 

H.R. 1062 properly addressee the oversight roles that the SBC and the federal 
banking regulators ^ould have over bank mutual fund activities by making clear 
that the federal banking agencies generally should defer to the SEC on matters re- 
garding bank mutual fund activities. The Institute strongly supports this "func- 
tional' approach to regulation of bank mutual fund activities. First, it is an efficient 
and responsible UM of taxpayer dollais and Rovemment resources. There is no jus- 
tification for creating and training "mini-SECs' to do the job that Congress created 
the SEC to do and which the SEC has been doing for over 60 years. Second, func- 
tional r^ulation provides the greatest assurance of the continuing safe^ and 
soundness of banks engaged in the mutual fund business. If bank-sola or bank-ad- 
vised fiinds are fiilly sulgect to regulation under the federal securities laws, there 
is a greater likelihood that banks will conduct their mutual fund activitiea subject 
to appropriate controls and thus avoid potential liabilities or losses. Third, having 
a single regulator overseeing a bank's securities activities will minimize the regu- 
latoi; costs on banks and increase the likelihood of banks succeeding in the mutual 
fund business. Finally, and not least importantly, a single set of regulations uni- 
formly applied will lead to better and more consistent protection for mutual fund 
investors. According, the Institute supports the provisions of H.R. 1062 that are 
intended to dari^ the responsibilities of bank and securities regulators, sulqect to 
certain modifications notecf below. 

2. trtformatioji Sharing Among the SEC and the Federal Baitking Agertciea.—See- 
tion 221 of the lull would require the appropriate federal banking agency to ahare 
with the SEC the results of any examination, reports, records, or other information 
with respect to the investment advisory activitieB of any bank to the extent nec- 
essarv for the SEC to carry out its statutoir responsibilities. Similarly, the SEC 
woula be required to provide all such information to the appropriate federal banking 
agency. The Institute supports this provision, which provides a practical response 
to a situation where more than one reeuletor has jurisdiction over the same entity, 
and each r^ulates a different aspect of that entity's business. 

In addition. Section 104(mKlXA) of the bill would require the SEC and the federal 
banking agencies to establish a program for sharing information concerning coixmli- 
ance with the bill. Sections 104(m)<6} and (7) of the bill would require the SEC to 
notify the federal banking agencies, and the federal banking agendes to notify the 
SEC, when an enforcement proceeding is initiated against a broker-dealer or adviser 
that is afQliated with, or a separately identifiable Mpartment of, a bank. This part 
of the bill also requires such notification r^arding investment companies afEliated 
with a bank or advised by a bank or bank affiliate. Section 104(mK9) of the bill 
would require the SEC and the federal banking agencies to coordinate, to the extent 
practicable, enforcement actions where the actions are based on the same or related 
events. The Institute supports such coordination between the SEC and the federal 
banking agencies. HopefuOy, these provisions of the bill will lead to less burdensome 
and more comprehensive and consistent oversight of banks engaged in the mutual 
fund business. 

8. Examination Aut^rify.— Section 104<mX10) of the bill explicitly provides that 
the federal banking agencies do not have the authority to examine mutual funds not 
afBliated with banks. The Institute supports this provision. Anjr benefit to be de- 
rived from the banking agencies examining mutual funds that ore not affiliated with 
banlu would be far outweighed by the additional regulatory burdens and potential 
conflicts this would occasion.^ Because the SEC already examines mutual funds. 
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it would be e grossly ineffldent use of government reeourcea for the banking agen- 
cies to duplicate its efforts. 
Section 104(mX4) of the bill would require the banking agencies, to the extent 

Sracticable^ to use SEC examination reports of advisers, mutual fiinda, and broker- 
ealers affiliated vrith banks and to defer to such examinadons for aacertaining 
compliance with the federal securities laws. The Institute previously has expressed 
its concern over the unioue regulatory burdens placed on banks eiwaged in ue mu- 
tual fund business and nas urmd tlut duplicative rmilation bv the SEC and the 
federal banking agencies be avuded.** This provision addresses this concern. 

4. iTiterpretationa of Ih* Federal Seeuritua Laics.— Section 104(mX5) of the bill 
would require the (Meral banking aaendea to defer to the SBC r^arding all intor- 
pretations and enforcement of the federal securities laws relating to investment ad- 
visers and mutual funds. The Institute stron^v supports this provision, which 
should promote more efficient and rational overn^t by requiring one regulator with 
the most expertise to interpret the federal securities laws. 

6. Uniform Regulations.— Aa sUted above. Section 104(mX10} of the bill explicitly 
would provide that the federal banking agenoes do not have the authority to exam- 
ine mutual funds not affiliated with oanks. The Institute su^Bests strengthening 
Section 104<mK10) and adding a new provision to the bill to rorther promote func- 
tional r^ulation and alleviate burdens on bank affiliated mutual ftinds. The amend- 
ment we suggest would make clear that the federal banking agencies do not have 
the auttaori^ to adopt regulations or issue inteiprrtataons or guidelines regarding 
anv mutual fund that is not affiliated with a bank. The amendment would also pro- 
vide that the fedovl banking agsndee may adopt regulations or issue guidelines or 
interpretations r^arding mutuu funds affiliated wiUQ banks only after the banking 
agencies consult with the SBC. The amendment would require such consultation to 
iudude a considaation of odsting requiremente, coordination of new requiremente, 
minimization of duplicative regulation, the degree of uniformity between the regula- 
tion of mutual funds afEliatea with banks and other mutual funds, and an anatysis 
of the benefits to be obtained by any unique regulatory burdens placed on mutual 
fUnds affiliated with banks. 

Such an amendment dearly is in keeping with and would advance the purposes 
of the bill. It would help to establish a consistent r^ulatory regime for all mutual 
funds while still providing regulators the flexibility to respond to concerns that are 
unique to bank affiliated mutual fbnds. In addition, it would assist in conserving 
scarce government resources by helping to avoid duplication of effort by the federal 
banking aeendea and the SBC. 

6. Coordinated Disclosure Requirement. — Section 104(fXl)(A)(v) would raguire a 
securities affiliate to make certain disclosures regarding the nature of securities sold 
by it, including disclosure that the securities are subject to "investment risks includ- 
ing possible loss of principal invested". In addition. Section 104 would vest the 
Board with the unilateral authority to modify or add to the required disclosure. The 
Institute is concerned that the Board would nave the sole autaori^ to r^ulate dis- 
closure bv a securities firm regarding risks associated with investmente in securi- 
ties, a role traditionally and responsibly fulfilled by the SBC. The Institute also is 
concerned about the particular disclosure that would be required because it is incon- 
sistent with disclosure already required by SEC rule with r^ard to money maricet 
funds. 

The Institute recommends that rather than mandating certain disclosures in the 
stetute, the Committee amend the bill to grant the Board rulemaking authority, in 
consultation with the SEC, to require a bank-affiliated securities firm to disclose to 
customers that securities purchased bom it are not insured and are subject to cer- 
tain risks. Granting such rulemaking authority wiU accomplish the bill s purposes 
of fadliteting the eliinination of inconsistent and duplicative disclosures, wnile also 
providing regulators with the authority to design disclosure requirements that are 
tailored to the risks presentod by particular investment producte. 
£. Modernixation of the Investment Company Act 

The Investment Company Act contains provisio 
investment adviser will enter into transactions thi 
party to the detriment of the fUnd's shareholders. While these provisions apply to 
any entify that advises a mutual fund (including any bank), they are spedficaDy di- 
rected toward conflicte that may arise when a particular l^pe en securities firm ad- 
vises a fund. For example. Section KXf) of the Act prohibito a mutual fund from pur- 

^Stt Attachment 2 (lettan ham the Iiiitituta to the (edsral banking sgendu, the SEC, and 
the Nationa] Aasodation ef SecuritlM Dealer* nfiarding regulatoiy burdene on bank sfllllated 
mutual (Und«). 
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<'*'i"""g sharea duriiif^ the existence of an imderwritiiig if its inveetment adviser, or 
an atuUted person, is a principal underwriter of the offering. Section 17(b) pro- 
hibits an adviser to a mutual Aind from selling securities or property to the nrnd 
while acting as principal. Section 17(e) is dir^ted at brokers that advise mutual 
funds and hmits the commissions that such brokers may accept in connection with 
a sale of securities to or for an affiliated fund. 

These provisions logically are focused on seeuritiea firms, rather than banks be- 
cause banks and their a£hat«s were barred from sponsoring or advising funds. Con- 
sequenUy, the Investment Comoany Act does not currently address parallel confUcts 
that may arise in situations where a bank or a bank amliate sponsors or advises 
a mutual fund. 

H.R. 1062 would amend the Inveetment Company Act by addins these typee of 
investor protection provisions. In general, the Institute supports the Dill's provisions, 
which are espedally imptntont given the expanded role of banks in the mutual fund 
business. These provisions address the core conflicts that can arise between a mu- 
tual fUnd and an afOliated bank, such as when a bank serves as a custodian for 
an affiliated fUnd, when a bank loans money to an affiliated fund, or when a bank 



pany 
lUred 

of protection against these conflicts, just as they now eqjoy orotection from the anal- 
ogous confficts that can arise between a mutual fund ana an afGUiated securities 
f^. In addition, it should be noted that current banking laws do not address these 
conflicts.^ The Institute also supports the recent amendments to H.R. 1062 that re- 
place several of the biU's prohibitions on certain activities with grants of rulemaking 
authori^ to the SEC to regulate su^ activities.^ Since banks are now major par- 
ticipants in the mutual fund business, the enactment of new prohibitions could 
prove to be unnecessarily disruptive. 

Two of the amendments to the Investment Company Act included in H.R 1062 
as reported b^ the House Banking Committee, however, are problematic and should 
be revised. First, the bill's provision providing the SEC with additional authority to 
require disdoeure that shares of mutual fiinds are not insured by the FDIC and are 
not obligations of, or guaranteed by, a bank is too broad because it provides author- 
i^ regarding all mutual funds, rather than being limited to situations where there 
exists the potential for confusion, e.g., mutual fUnds advised or sold by banks. ^^ 

The Institute also is concerned about Section 222 of the big as recently amended. 
This provision would clarify that the Investment Company Act's exclusion for com- 
mon trust funds only is available for common trust nuuu that are used for boiia 
fide fiducial? purposes and are not advertised or pubUcly offered. In addition, these 
funds could not be charged fees or expenses in contravention of fiduciary principles 
established under federal or state law. The provision is designed to ensure that the 
exemption for bank common trust funds under the federal securities laws is limited 
to those funds that are utilized as accommodations ftn" pre-«dsting trusts and not 
as mechanisms to provide investment management to the public through the offer 
and sale of interests in the funds (in which case they would oe the fiinctional equiv- 
alent of mutual fiinds).^'' 



"For example, while Sections 23A and Z3B of the Federal Reserve Act apply to certain trans- 
BCtioiu between member binki end their sfTiliates, including sflllisted mutual fiinds, these are 
intended to protect the bank, not the mutual fiind or its shsnholden. Iliui, for example, s lend- 
ing arrsngement between a banic end sn afliliated ftmd on tenns that are at least as favorable 
to the bank as it could obtain in an arm's length transaction with another borrauier would not 
raise questiona under SectionB 23A or 236, even though It could be contrary to the interests 
of the nind and its shareholders. 

^Section 212 (Indebtedness to sn Affiliated PenonI and Section 213 (Lending to an Affiliated 



xnupsny's aecuriiits subsidiary, even if the securities subsidiary's name is different &om the 
^-„e of its afHIiatsd bank. As a result, the SEC would have the authori^ to pndiibit funds 
advised by the Dreyfus Coiporation to be named the Dreyftis fimds, because of the Dreyfus Cor- 
peration's sffilistion with Mellon Bank, 

"When Congress codified the exemption for interests in common trust funds under the Secu- 
rities Act, it noted that the exemption was limited to interests or psrUdpstions in common 
trust fimds msintained by s bsnk for the collective investment of aneta held by it in a bona 
fide ftdudary capad^ and incident to a bank's trsdltional trust department sctinties; it would 
not exempt interests or participations in bank fimds msintained as vehicles fbr direct invest- 
ment by members of the public." Report of the Senate Committee on Banking and CurrenCT to 
Aceompaoy S. 3224 91st Congress, 1st Session (1969) at 27. Set alto In tA« MatUr t4 the Com- 
merdal Bank OTid MaTvin C. Abeent. Administrstive Proceeding Pile No. S0-86ffl (December 6, 



d by Google 



The Institute believes that, in order to carry out the purpoee of the provision, the 
limits on fees roust be ti^tened. As cuirentlV drafted. Section 222 would allow bank 
common trust funds to M exempt from the federal securitiea laws even if trust cua- 
tomers were to pay higher Ems Tor a bank's fiduciary services than if they were not 
invested in the tiind, so long as this was not in violation of federal or state banking 
lawB.^ To the extent, however, that bank trust custoroera pay additional feet for 
having their trust assets invested in a common trust ftind, it can no longer be said 
that the common trust fund is being operated in its historic bshion as an adrainit> 
trative convenience for trust custcnners. If siu^ wera the case, costs to customers 
ought to be loiuer, or at least no bi^er, than if the trust accounts were managed 
on an individual basis. If this isnot the case, the common trust fund will not be 
~ ~ It exempted common trust 

, the common trust hind 

would be indistinguishabte from a mutual fund and, thus, should be r^ulated as 
such. Especially in the context of legislation that would grant banks full entrv into 
the mutual ftuid business, there is no reason not to dose any potential loopnoles. 
Accordingly, this Committee should amend Section 222 to ensure that any fees as- 
sessed by common trust funds are consistent with the limited purposes of these 

F, Functional Regulation i^ Investment Advisers and Broher-Dealen 

1. BarJi Advisory Actimtiet. — H.R. 1062 wiaely modernizes the federal securitiea 
laws by removing the Advisera Act exemption for banks and bwtk hdding compa- 
nies that advise mutual fimds. In addition, Uie bill would permit a bank to conduct 
these advisory activities in a sepantdy identifiable der-'^ — ' — -"--'-'-- -' - 
bank. The InstituU believes that banks and bank holdu 
mutual funds should be held to the same standards as o 
The Institute also supports permittiiw banks to conduct these activitiee in a sepa- 
rately identifiable department of the bank so long as the separately identifiable de- 
partment is functionally regulated by the SEC, as H.R 1062 provides. 

2. Bank Sales ActiotHea. — Most banks conduct their sales of securitiee throu^ 
registered broker-dealen that are sutyect to regulation by the SEC and self-regu- 
latorv organizations that are supervised b;^ the SEC. Banks that directlv sell securi- 
ties, nowever, are exempt from the definitions of broker and dealer under the Secu- 
rities Excjiange Act of 1934.'* Consequentlv, such banks are not required to renter 
with or be regulated b? the SEC as brokers or dealen. Likewise, by definition, 
banks are exduded from membership in self-regulato^ oisanizataons such as the 
National Association of Securities Dealers, Inc. rNASD").™ Thus, bank employees 
enpged in sales activities are not required to complete professional licensing re- 
quirements applicable to personnel of otho* broker-dealers, nor are tfaey required to 
ccnnply with sof-r^ulatoiy rulee.^' Similarly, bank employees who assume super- 
visory duties with respect to other employees involved in sales activities need not 
pass a qualiAring examination. Moreover, because such persons need not obtain a 
license to s^ securitiM, tb^ are not subject to losing their license if they engage 
in improper sales practices. 

KR. 1062 recognizes the need to fimctionslly regulste banks' retail brokerage ac- 
tivitiee. It would repeal the sumption from the definition of broker for banks that 
publicly solicit brokerage business or receive incentive compensation for providing 
DTokerage, and that do not limit their activities as described in the bill. Similariy, 



19M) (where thi Commiiuon unctioncd a bank for operating a fund purportiD| to be a conunol 
' ~ -' fund, finding that, among other thin^, the bank operated the common trust fund as bi 



t Tehiela for cuitomen ledung mveitment opportunitiM for their indiiridual 
meot accounts). 

" Under current federal banking regulations, bsnki are not permitted to charge a Mparate 
be fbr mano^ng a coamian trust fimd if that would result in individual truiti pajdns higher 
total fees than Suy otherwise would pay. 12 CPR 9.18(bX12). However, in 1990, the OCC oro- 
poeed amending Reaulatioii 9 to permit a b»ader range of fee*, including management feei, 
itUdi could exceed the total fees that would be chargM to non-partidpatmg trusts of ainular 
size and nator*. Hie OCC did not adopt the [neposal. We understand that the OCC considered 
propodng amendments to Regulatian 9 again in 1994 that would permit a bank to charge com- 
mon trust fbndt a manaeement fi>e that eould cause individual trust* to pay hl^r total fees 
than thev otherwise would ney. 

**SectIon* KaXO and KeXG) of the Securitie* Exchange Act. 

*°See NASD By-Uws, art. I, lectloiu (d), U). 

*''I1)e tour federal banking anncie* jcunt^ isnied guideline* for benks last year, stating that 
banks should prOTide bank employeee engaged In sale* of securltie* with training substantively 
equivalent to that required fbr personnel oTregistered broker-dealers. Bank pereonnel, however, 
umike persoansl of resiltered broker-dealera, are not required to obtain rich training. See Inter- 
Bgency Statement on Retail Sale* of Nondeposit Invcetment Product* (FAniaiy 16, 1994.). 

Digitized by VjOOQIC 



H.R 1062 would amend the definition of dealer in the Securitiea Exchenee Act to 
include banks, except those banks that engage in certain dealing activities described 
in the bill. The Institute supports these provisions of H.R. 1062. 

m. CONCLUSION 

H.R, 1062 would facilitate banks' full participation in the mutual fund business 
and would minimize duplicative and inconsistent regulation of bank mutual fund ac- 
tivities by requirins co(»dination among the SEC and the federal banking agencies. 
H.R. 10^ also wo\ud functionally regulate bank mutual fund activities by establish- 
ing a set of investor pntection standards for banks that advise or sponsor mutual 
funds parallel to those applicable to secuiities firms that advise or snonsor funds 
and by otherwise modemuing the federal securities lavra to reflect Dank mutual 
fUnd activities. But, H.R. lOSZ does not remove unnecessary barrien to securitiea 
firms seekinK to enter the business of banldng and H.R. lOS^s reUance on Board 
ovenight of Qie hddii^ compain' is unacceptable. 

The continued suceess of bank aad nonhank partidpants in the mutual fund in- 
dustry depends oa the public^s sustained confidence in mutual funds as a means to 
obtain the benefits of pnrf^esional monev management and diveraificatioD of invest- 
ments. The InstitutA is committed to adoreesing the issues raised by bank participa- 
tion in the mutual fund business, espedaUy the need to ensure that sudi activities 
ore conducted in a manner consistent with the protection of investors and sutq'ect 
to appnqffiate regulation. At the same time, we will press fat securities firms to be 
permitted equal access to the banking business and not to be encumbered with 
Dank-like r^ulation. 

We lliank you for the opportunity to present our views and look forward to wor^k- 
ing with the Committee as H.R 1062 moves forward. 
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SURVFV OF MUTUAL FUND AFFILIATIONS 

The Investment Company Institute surveyed mutual fund comptexes in April 1995 to 
assess the extent to which theiT ottwr bustnesses mi^l affect their eligibility to affiliate witfi 
commercial banks under bills pending in Congress to lepeil the Glasi-Sleagall Act One 
hundred twenty-nine mutual fund complexes, reptescnting three-fiftlis of assets held by all 
mutual funds, responded to the survey. The thiity-five member coQ^lexet with commercial 
bank affiliates were not included in the survey. 

The survey revealed widespread affiliations in botfi finandal and non&iandal 
activities. Ei^ty-fouj conqilexes. or 65 fietcent of the respondents, had affiliates outside ttie 
mutual fund business (table 1). Those wid) outside affiliates urtded to be considerably larger 
than those wiAoul such »"■'■*'"• AMets of die fonner averaged about SIS billion per 
complex at the end of 1994. while assets of the latter averaged S3 billion per coiiqilex. 

Fifty-two respondents, oi 40 percent of die survey sample, reported having an 

insurance affiliate. For dtese organizations. insuraiKe frequendy represented the primary 
activity. For example, gross revenue arising from insurartce exceeded 50 percent of gross 
revenues for the cortsotidated organization for 36 of die 48 complexes reporting such 
information (table 2). Thirty-nine of the 50 reporting complexes attributed more than 50 
percent of consolidated assets to insurance activities. 

[teal estate and nonfinandal operations were significant activities for a number of 
companies, , Eighteen cooiplexes repotted having a real estate affiliate, while fifteen had a 
nonfinancial affiliate (table 1). In most instances, reventies and assets associated with either 
real estate or non&tandal activities constituted less than 10 percent of consolidated revenues 
or assets (table 2). Nonetheless, several mutual funds were affiliated with majot nonfinandal 
businesses, which included a railroad company, a utility, a finar\cial new^aper. a natural 
resources company, a distributor of household products, and a human resources consulting 
film. Ottier nonfinancial lines Of business that represented a minor proportion of revenues 
and assets included a health mainteiumce organization, an accounting ai\d recordkeeping 
firm, an executive recruiting firm, a limousine service, a software developer, a travel agency. 
aitd a national buying service. 
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Table 1 
MUTUAL FUND AFFILIATIONS AND AVERAGE ASSETS PER COMn.EX 



Average Assets 

Percent of Pec Mutual 

Type of Affiliate Number All Reffondmts Fund Complex' 

InsucUKe 52 40 20 

Real estate IS 14 ' 33 

Nonfiiuncial 15 12 33 

Bank-like' 31 24 31 

Odier financial 67 52 16 

Atleast one of the above 84 65 15 

None of the above 45 35 3 



Source: ICI survey of nonbank-rdated members. 

' Nonbank baiJc credit card bank, industrial bank, trust CDii^>any, or savings institutiarL 
' December 31, 1994. Average assets per txxnptex for ttkose mutual furtds not req)onding to 
Oie survey were S35 billion. 



PERCENT OF GROSS REVENUES AND ASSETS FROM INSURANCE, REAL ESTATE 
AND NONHNANOAL ACnvmES OF PARENT COMPANIES OF 
MUTUAL FUND COMPLEXES HAVING THESE AFFILIATIONS 



Number of Complexes 



Percent of yross revenue 

- 10 

11 - 50 
51 -100 

Percent of assets 

■ 10 



Source: lO survey of nonbank-related members. 

' Four respondents did not report gross revenue: two le^Midents did not report a< 

' One complex did not report gross revenue and assets. 

' Two con^lexes did not report gross revenue; one complex did not report assets. 
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AtCftctiMnt 2 
INVESTMENT COMPANY INSTITUTE 



P*LB. SCHOTT STEVBJS 



OitefCounMl 

Office of On Comptrolkr of thi Cuimc)' 

Z50ESnM.N.W. 

Wuhington, D.C. 20219 



Dui Ms. WilliunK 

EitdoMd i* a mtmonndum Ihil KTifwt •nm^n of bank T^uUtofy agotcy 
tcquiKownl* Ihat conflkt «rttt or duplkaM Ih* MgulMlan of bank muBial finid activibci unda 
thefedtnlMcuiUlaalaw*. ThtftMttniHpc^andihbBMBMtandiiubaaadi^onihtcaKBni 
axpre w ad by llalnrtttiwa'i bank pioptiatMy fund B >igit«T i ,Bi ii e rt a i» k m aHibg i who 
partidpab in bank mutual fund adivitiM, and ottNn. (The batilaM'inutual fund manboi 
iihn m ■ilriiiitliji liiiilnliiin m ii tm iif iln iwili iifiHlmit ailulinlf Ii 1 Thclrattnitc 



lothdMmwfinwhidiMgulaHanhaabaHidavalopadandappiiad. Aawaha** pointed n 
ilieOCCpwvioualy.tagulatecybiiidanaof thaiettdaaalbadlnihattiaaa a t an duaaiinpoaa 



The InHituH apptadalM and auppcdi the itcmt ifiani of the banUng and aacudtiet 
Kgulaton lo additM otnaln aqMCti of Ifait pnbkoi, Mtch a* At KCCM agNtmant eoncaning 
ODordination of NASD and bank naminatloda. WcwooldiaongtyanaounseihcCoinptroUer 
10 conimuc U work doaaly wMh ttw olhar bank raguUtory agcndci. th* SEC and Ihc NASD to 
develop tnufotm (tid eeniMiM Rgulakxy ttandacdt ^pUc^ila to aU Mcuiitici activitia. 

o< your itaff would like to diacuM thb 



PkolSdwtt Stevens 



I WASMNSTQM OC 20OOft-2<«a ■ ZOa/SaS-SSK) I 
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. ThisMemonndum-teviewtvahautBiainplaoibanltKguliloty agency requiiements 
dut a>nltict wiOt or dupiiatK ihc i«guUban of bulk mutual hind ictivitiM under the federal 
securitiei law*. It alio jHi«fn««»« various problemi occa*ioned by Ihe manner in whidi die 
raqummentt have bam developed and applied. The Inttitule prepared thii Memorandum 
bated upon consultatiaiii with, and t)i* eonccm* i ii|iiiiwi1 by, the Institute's bank proprietaiy 
hmd membert/ Us notibaiik mambcn who partidpata in bank mutual fund activities, and 
ouiade conn*el to iU members. 



a. laBodUe Treatment ofNASD'Appioeed Sale* Maletial 

The cxaminatian stafb of the banking agmdn have been saudnizing mutual fund 
advertuing and sales literature. Even when ule* material hu been approved by the NASD 
and confoims witti the bank regnlatoty ifBKia' Iniengency Statement bank examiners 
appear Id have imposed tcdmkaL M^ily-detaiUd tequi inuam , withowt otfctiog much 
flndbiUtyin themannerinwhtdtcompUaiiceisadiimd. For exampk, we understand Out 
examuicrs have requited; 

that Ae IcgBid cancemtng the unlnetu ed tiatui of nondepont products appear on 
every page, or on the first page of tte tain piece, even when space Limitations make 
this requiremoit imptaettcaL {WettndHttandthateKamtnethave refused to permit 
the legend to appear on the bade cow of a btodnm with cniy a oosa-refErence on 
other page*.)*; 



■, lU «( wt^di hm bwi dHid br an NASD M (BiBic Hi 

' ' ■■willi<HnaaM.addf«s.ndkicBriltwp*fMB«d«i(d> 

■ ■ ■ HwWiFDICdu ■ ' 
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ctut tbn leg«Kl tppcv in type th«t it Ucgec ind boldci than Cht documnUi 
predominani type;' 

dul the legend iippeu, word lor word, as it appein tn the Interigeney Sutement. 
(ThU nquiRnient conflicts wilh other lUMnwnti of the bank regulatory agenda 
indicating that thsT wouid be flexible in the pradsc di*do«ur« language that must be 

used.-); 



Institule members have Indieatcd that thew miuiianBib impow lubetantial coiti on 
paitidpanti in bank sale* activities. Hist In oidai to comply with thtreqniiancnb funds may 
have to redesign ttwir sales matcilaL Foe example, we undmlBiid that same sales brochure* 
must be Rformattnl to allow suffidmt space on the first page for the FDIClegaid. The 
redesign of sales material in thii manner can impoee subMantial coats on fund marketing 



thai some broker-dcalets outstd* the bank chaniMl obftct to sales BMteiUI (hat displajrs the 
FDIC legend more prw nln e nt l y ttwnotttwie qiiii ed legends. Inlheitcwiiifundsinuetlsawe 
two versions <ri the same saleemaleriil one for the bar* diannri and one foe the nontoank 
dumteL The requirements tttusiinposesipdflamilneffldendtsandnwdlest costs on the 
dcvdopmail and use oi miriteting mMsfiaL 

Similarly, bank tegulatocy agsndes have i«iuued FnC disdosun tn 'dinct^OMtlteMd" 
sales acttviiies in »rttich there Is UtB* potential far Inv eslo t cortustosv. ForexampltvdwOCC 
has recpiiied that one ptoo un eni direct- m a r k et ed hmd group give FMC-teieteddiscloeures 
during each telephone Of other "satee presentation,' evm>^en the affiliated banks name is not 



the OCC> neantaMt to ail nuknial biBii laiB ItMt ■<• laimd ttMHild ippHt in lyjM itui a lufB u 
boldttttiMBMpwJ— umliypeiBttHdgonil See UHsr bom SMplm >. SMitenk. Snior Dqwtjr 
CompODllR, B ha OiW Eaciet** OOaw oi ft* Ntftonl Ink AddnHd (SaptnAw 12. 14*t ) (tR*dU>« 
' ' '~ ~ ' ' . ~. otJtmT. Aidl«nimJtnP»ftJb«tew,lt>i««quu™M 

1 ■ duofi booi Via OCCi p« wl a ii « M 
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mentionecl uid the s«ies pnsenlatian does not occur on bank pnmim. (This discioiuie 
requimnem uuet solely beciuse the fund adviser is i bulk subsidiary.) The di«:losurc must 
be made not cmly to new customers, but Co existing customers who have previously received 
the disclosure, and we understand that Che requirement is creating sut»tantial customer 
annoyance and dissatisfaction. TheOCCiIsohu required ET>IC diseloturein [hose funds' 
account applications, periodic accoiml statements. cottfinnaCions. and mass media advertising, 
when none of these communications refers to the bank's name and the sale communicatiDn 
does not occur on bank pi 



Ironically, while examincn focus intently on mutual fund sale* tnaterul that is already 
highly-regulaied. they apparently overlook bank pmdiiet advertising that potentially may 
contribute to investn confuston. For axaaipto, we are aware thai lome banks have used 
advertisements that cwnpan theinnoney maricet aoountt lo money market funds in a manner 
that could conhiseinvetton about the iminsund nature of thoM fund*. (A copy of one such 



b. ButkSupendtkmof BnikcrOMlen 

The federal secutitin laws impose upon brtricer-dealo* the strict obtigatian to supMVise 
ttieii asMdaled memben - a roponlbility that is BifoKcable by the SEC and the NASD. 
Nevettheleu, the Inlengcncy SutcmanlaUigalcs a Gnandal institution that has entered intoa 
networidtig ot affiliate leUtiotidiip to "moniUT tha [biolcer-dealer) and periodically review and 
verify that the (biokcT-dcalE] and ib sales reprewntalive* are coR^tying with its igreement 
with Che institution.'" 

InstituM memben have cxpreucd concern Ihal this provision of the Interagency 
Statement could undermine the etlB.li » a i ea s of the bnriter-dealef '» tupervitoiy procedure*. 
For example, under the Intengmey Sutonent a bankthattt not*ub)ect to the si^ervisMy 
requirements of the federal securities laws and that has Utile expertise in this area might regard 
It necessary to seccntd-guess tfw supervisory procedures of a registered briri^er-deaier. These 




' ttkt OCC appanmly I 
BuUxiii M-I3 dadina. mt may ba tuppropnin 
TNB Monty Mskel Fund' If Hnl Nahonal BBik w« 

.- CCC BuUMn M-U. II ! (Fabruuy : 
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pioccdum. however, could be ucoultabte foe the brtriccnlMler't atrucnicc and opention*. 
Moreover, ttw proccduTu impowd by one bank could conflict witti diofe deounded by 
another binfc with whom die nusibci tJto hi> ■ networking unngemenL 

The InKngcncy StileinBit already lequlce* that any brdccr-dealcr that hat entered into 
a networking agicemcnt or ii affiliated M4th a fiiMndal insiitutian coamul u the Gnandal 
imtitutian that the bndWT-daatar "will oodiplywifti all appUeabk law* and regulaiioni.'' ThU 
presumably includes the lequindMnt to otabHih effective st^cfviMMy procedures. Foithii 
leaion, it i* not apparent that bank tuperviiian of the btofcaKleakt's activitiet i* necewaiy. 

Moreover, the Intcngency Statanenl doeinot define the term 'monltM-,' and 
depcndirtg upon ill meaning the proviaton could engender further nquiremenli dial duplicate 
or confiict with cuirent SEC and NASD Mandatd*. Artdein. Section 27 of ttaNASCs Rules 
of Fall Pnctioe requires that broker^alcn adopt a ^edflc lilt of proceduR* that lie 
tea«onablyde«piedtp achieve cocyUancewWh the securities Inro. Forrample, a mnrber 
must desiptate and qualify s up e rvla oi y pefaot m el for eedi type of the bioker-deeler's business, 
conduct iittemal inq)ccttons, md InvcsligMe the good diaracler and o^eiicnce of teglsttatian 
applicants. It is undeu whether, under the Inleraga¥7 Statement, banks may in^oac 
tequnemcnts that an itwonsistntwidi or du^iate the specific standard* In SccHon 27. If so, 
diBi this provision in the Imcfagawy Statement win lead to further confusion and conflict to 
the detriment of thoae invcslon whom the sopervisoey procedures ai« meant to protect 

Nor would tu 
standpoint in that it could •> , 
Indeed, piioi Id issuance of the In 
ordered banks Dol to at 



subject to SEC and NASD I 

For thn«nasaiis,Inslituto members have iccommmded that the bank regnlatoey 
agencies only nquire that finandal insttlttliocw obtain a commitment from broko-dealcr* (hat 
they will mainBin the neoesaary st^crvtsory pioceduies, at required by the fadsnl tccuiittc* 



As they have hel^ilcned ihtii sctutiny of baifk tales adivibis. bank examiners also 
have bcconc man ittquitittva about ttw opB^Uon of batdt-iold and bank-wlviaad mutual 
funds, for Mampfewauntestsnd that examiiMshavaiequetledlhat banks obtain copies oi 
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Ac minutM of fund bond meetings; 

Hw fundi' otdlt review fila miintuned undar SEC Ruk I*-7: 

a lilt of liindi' d«rivitiva holdlnE*; 



ta K^ncsiing ihcM docunMnii, bank ticABrinen appcu to be primarily conocmcd with 
the ability of fundi to maatradanyllow and with thaeoBi p o al tiorL of fund poftlolior" The 
federal Mcuiitiai lawi alnody addiaaa there eanCBtni, and the hct that a f<nd it advised by or 
Mid througti a bank doci not warrant additional iouliny, or tlw adoption of tpedaiited or 
mora wati i cti ve r^iiaa. by the bank regulatory ^anoaa. 

In addition, we undemand that the bank regulatory agBidc* have icqueated that bankt 
and their affiliatn adopt detailed coinpliance proceduiea, oflBi in nactian to apcdfic concanu 
thic rniilil hr luriai iililnHail In iillm mji The coat of developing and impleinaitingAeH 
proctdutcacanbenibatantiaL Moceow, tone memfaenaraconcamcd that thewdetaitad 
cotnpltanoe ptoeadurBB could heightn the liability expoaura of liie bank or ib affiliate*, for 
inatatKe at a raiult of rdalivriy minor failuraa to compfy witfa the proccdurca. 



In addition to Asm tpedfic conoamt. many of the betitule'* I 
eonccriH about th* proceaa by wfaidi the Innk icgolalory a gendai m 
pranounoemoib and etamine banls and their a&Iialca. 



iBibcrt have dated that the bank 



ue ao vague that they cauM 
unnaeaMaryeanfuiianandinaffidBKy. ^example, we nrtdetMandthalAc bank tcgulaioty 
agenda hinv raquiied that bardn obtain certain 'due drnfance" Malarial* from fund* tfiat arc 
■old through Ac bmk. BacautetfiebaidticgulatoiyagBidea have not deariyatticulaled what 
information nuet be oMrinad. fundi ofMn receive incontfitarrt iK|ueBta from vaiioua banks 
Mlhrirteapciieai. Similarly, we underhand that the bank regulatory 
eHd thatbaid« obtain a list of derivalivea held by the fund, wilhout 



92-96B 0-95 - 
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B. DoplicaliT* EaaniaMlecM. Bank mcmbtn My that thty often KcdvcDiuliiple 
and duplkaltv* (xaminabnM of Ihttc Mcurilk* buiimsf. widun a ihMt period of tinic, by 
bankanlMGiiflHatKguUtan. Foinampl*,on«intDibcrMC«i*«dfiv««xaitiifiaHaminfive 
wMki by On OCC the FIMCrtlaFadcndltcMnFe Board. ttwSEC and Iht NASD. WeiwK 
Oiat l)w bank lasulaucy agnoMand da NASD nomfy «NHnd imo an apMOMfU 
coneenungcoocdinattanef IhiirMimiMtiafit." ThcbntttultMKOungaiflitbaidcttgulaiafy 
iBcncMt. the SEC and tlw NASD to ooMtnuB lo week doady to pnvoti du^iaiivc 

»ii«nim«in.i. tm* m Aiutlnj, tttMnrtn. ...H rfw^ltmtt M,uitttit .ppW,.JJ- t.. .11 h-nlr .-rritt^ 

salti actnitia*. 
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NOW ONE ACCOUNT 
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fUPEaim ETTCEN ovn 
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a«Tii^ ban ■ kukv f<r nv 11 jttn, Pn whammt tat hsi* p*Rid**M4 In U 
tmlspaiini gf mur Mw fiaiBdB] nidtu aat Wf^lwi Traiklr, now iliBatd a 

HAMAOED H<MIEY MABXTT ACCOUNT 



Aakor NuiMkI 4KiiMd lb HANAOD) lUniXY KAIXTT ACCOUNT w ta row Tim 

HoMrlbrknAeenaaaalnwtb.IlfanbDATnMnTKll- Y»ii » i. .1, ».,u-d 



Wc'n aUi W ii*t rm ihmt U^w Mntei to w mCoavid inniit b< 
liANAGO) UONET lUUXT AOCOOItT |i ilii lite ■ mmual fnrt ■! 
IruuKUm m pgfmd Iv bkU, wI ' ' ■-■■•' 



our yur m iid hi^bv rmiim 



A^£U^ 
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GUAEAinEED mCHEB EAKMNCS 



INTHODUCING 
NEW JERSETS FIRST 
BEALAUESNAXIVETO 
...NON-FDIC-INSURED 
HONET MARKET 
MUTUAL FUNDS 
...LOW-EARNING BANK 
MONET MARKET ACCOUNTS 
...AND 1BEASURT BILLS 
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Julia L. Hiliiuui. Eaq. 

CIviaf Counacl 

Offica of tba Cooptrallar of c 

ISO ■ StrMC, N.M. 

wastilngcoa. D.C. 30219 



Xc: awmlteloa «f —nk 1»,r„.f 



DMr m. wiiiiaw: 

Tb* rmrajcsMBC CeopBcr Inaclcuca' ia wrtciog Co civrMa ica 
vtatia OD Kb* r«gul*cieit of aucual funds that «r« sold or advlaad 
by banka or bank affiliacaa. 

M <#• bava pravioualy indlcatad la tasclaony batora Congraa* 
tad la corraapaadaBca with tba Offica of tha CeMCrollar of tha 
Currancy <*OCC*) aad othar fadaral *""^<"j agaaclaa*, tba 
laatltucc baliavaa that it ia la tba baat intaxaat of oucual Euad 
sharaheldara aa wall aa cha imraafant coavasy iaduacry 
(iacludlng tbm lavortaitG lagwaac «f cha laduacry involving bank 
partieipaata) chat aucual funds coatlaaa to ba rsgulacad in a 
unifozm aannar and subjsct to caosiscane acaadards. Ia 
particular, wa batlav* ehae tha regulatory sehsBS aatabliahad 
undar tha fadaral sacuzltiaa lam (aost liporcaacly, cha 
l&vaatBMnt Co^aay Act ofi lt40t has sarvad ■tcual fund 
aharaholdara awadlBfly wall. 

tecordingly, tba lascituta baliavaa that it ia axtrwaly 




..n ji. in*ti I 
CouBial. Offica of tl» Coivtxolln 



M arntCT NW ■ MASf"* 
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i:^ortanc that all ;«spor.sit:le fedsral agenc:.u cak* suc^. s:sp9 
as art naccjsary co tiaimor.ii* and coordinaca ar-y requireRer.:s 
=h«y 9«att CO ip^osa on banlcs ir.volvcd in cRa dlitribu;i:n ot. =r 
acting as invcitiMac adviiar to, on* or mora !nuci:al tusda. Th« 
i^nplemantacion of ragulacory icandarda chae are duplicaeiva =!. 
oc i:iccnjistaat vith, cha fadaral aacurlciaa lawa will give rise 
j,3 tha nutual fund industry to ttta aama problams that have 
rasultad Iron ttia Rulcipiicity oC banking agenciaa. 

ProbliM wiEh tailEinIa Banlc Baaulacora- 

Tha OCC Icsalf has racognlzad tha probl^u inhacanc In a 
sV'cam of multipla bank ragulatoca, which currently characcenzas 
tha scaca ot banking ragulaeion. As Cooycrollar Ludwlg racaatl/ 
tascifiad: 

Hhlla chara claarly raaaln ■igniCicsnc diffarcocai ca ba 
raaolvad concaming the pratarrad nodal for rcacructuring, 
thara la Co ny loiowladga no disagraaBtant about cha baalc 
Cacts --'OUT [banking] auparvtsory atructura is coo coiqilex. 
unnacasaarily radundanc, and too coatly.* 

In addition, Traaaury Saerataey Bancacn has ebsarvad that 
cha eurranc bank ragulacory ayacaa pravancs clw individual 
banking ragulacors from gaining tha *larger parapaeclva [chad ia 
Crucial both tav cfEactlva suparvlaion at cha particular 
[Inaticucioal and for an undaracandlng of broadar Induatry 
conditions and cranda.** nils can lead Co ■icuatlona in which no 
atngla agaocy axarciaan an an^^^^'C* laval at oversight' and 
can encourage agsBCias to seek Co expand chair authority by, for 
axasvle, prooMlgatlng rulea chat encourage more inscit 
aubmic co chelr Jurisdiction.* 
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;r«sil«tic-El«s£ ct tS« Aneri:3n Sa.-^t-rs A«Mciaci=r. riser-.-si. 
:^.is regulatory duplicacisn "reau-is ir. a vary ccscly fc-^san : 
basiti.-.g 3rg*nii»tionj in term* at cIt.b lp«r,c aortir.g c-Z ar.i 
csrpiying uich :!ie ragulasocy ir.tarprsEacioni of di;;*r«r.: 

Concern* aucti as chaa* have prcnipced titi* Clincsn 
AdDiai at ration to propoaa t^ conaolidattoa at t!w fauc barJc 
agaacias. a Iwglalativa iattlativa acroogly aupporcad by 
Coapcrallar Ludwlg and otbaca. 

a«yul»rinn at )*ir..«1 gim^a 

Tha loatituta la concanwd that, abaane tlmaly and effac: 
coordination among lnt«raat«d fadacal aganclaa. problema siaiil 
to thosa notad abova will aria* ia connactioD with cha regulat 
of bank-aeld and bank->dvia«d mutual funda. lodaad, chara 
alraady ar* indications of auch prabl«iia. 

Ia January, tha Inatttuta convayad Co cba OCC our i.. 
on tha OCC'a standard mutual fund diaclosvra language aa 1_ 
appliad to monay marleat funds, noting that tha language (and 
■ imilar language subsequently called for 'by the Intaragancy 
StatamaBt on Recall Sales of Mondeposlc InveacoMnt Produces) waa 
iaconaiacasc with SIC raquirananta . He appreciated the ceaponsa 
we racaivad fr^ tottMr Chief Counsel HiUiaB Bowden, indicati::g 
tha OCC'a flexibility with raspacc to the precise language 
required by the diaeloaura. Nonathalaas. we have been informed 
by our RMnOMrs that sobm OCC exaolnera continue to insist upon 
the literal Interagency Stacanent dtacloaure foe money market 
fund advertiseBMncs and proapactua cover pages. 

Tha Interagency StataaMnc also prescribes diacloaurea for 
mutual fund confiraation atatasMnca with reapect to shares of 
funda sold on bank premiaas when the confirmation statement 
ccr.taina the oame or logo of a banic or bank affiliate. T!-as 
requirement can lead to serious operational problems for fur.d 
transfer agents, trtiicti cotmally are responsibla for isauir.g 
confiimaelon scacamsncs, resulting in considerable ciaie and 
si^ensa ia syacan reprograamiing.' Given the lat best) marg-.r.a:. 



The raderal ft*Mrva aowd caM* an ■pproacB appacancLy daai^nail := 
Old clteae adauniacraciv* Bucdana. by only raquiciog tha diielaaura ir. 
Tiaia confiraation •cac«Mnca diac 'are paavidad by CR* MoK ei an 
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banatlca at aucli pose hac disclasure i 
Idcncical diaeloiuca* ii^de when c.-.s ace 
advartlaing and prenocianal macsr^ali) , 
coaca ara juaclfiad. 

Oe graaear potantial foacem t:: a 
indleaciona cbac tha baoklcg agaacies may be pcaparing \s :.'T±ar< 
on aubscantlva tagulatioa oC mucual fund adminiacfacian and 
oparaciooa. Ib particular, wa uodaracar.d ctiat cha Conpcrsllar 
Intanda to inplanant cartaln axaaiioation pcocaduraa, enti-tled 
'Mutual Pimd Scrvicaa. * ttiat expraaaly coacafflplaca Conptrslla; 
ajjaailnatioa (and banca aubatantiva ragulation) of virtually all 
aapacts of mucual fund oparations whan a banlc or an affiliate 
'providaa aarvlcas* to tha fund. Among ottiar matters, ttia guide 
would require axaainara to inapact tha fund' a 'contingency 
liquidity plana*; it* coda of ettiici; ita eon^ltaitca with 
tagiatracion and aharaboldar reporting raquiraBanta : ita 
calculation of net aaaat value of fund ahaeaa land money market 
fund co^lianca wittt SIC Rule 2a-T); the fund adviaar'a fee 
scruccurea; tba Cund'a cuacodial and tranafar agency 
amngaawntai and cba fund'a recordkeeping. 

Aa you knoH, all of the above matters already are 
eoBprabaosivaly cagulaced undsr ttw federal sacucieies laws by 
tha SIC. Twiaart . the National Aaaociation of Securities Qaalera, 
Inc., cb« a«l£-ragulatory organisation autboriiad under tha 
fsdazaJ. aaeurltlcs laws, ia conaidaring a proposal to regulate 
bank aaiaa activities of na^cr brokar-daalers.' Moraovar. we 
are not aaar* of anyching unique about tba operation of bank-sold 
and baak-aArlsad outual funds that would aeeessicata the 
promlgation oE sapaxaca or diffaxanc atandarda by tha banking 
aganeles ia chssa araas. It ia clearly foreaaeable, however. 
that eueh ragulatioa will ba a special burden to bank 
paxticipaats in the fund ioduatry, negatively affecting t.>i«ir 
profitabiliey and auccaaa in tha buaincaa. tt also could 
occaaion aignlficant costs and burdens for all funds and chair 
shareholdacM. coBDnMlae the conaiacant and highly affective 
fraaiawartt of ragulacion to which tha induatry hiatarically has 
beaa aubjacc, and result in lass clear standards and ovecsigh: 
nspooslbtlielM . 



..coocin w ed ] 
•9*aca aspaxaoclr would aoc n 
Vroducta IMar 11. i>*4l . 

D FandacB Plu) Mgulacinf D*al 
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Tba Inaclcut* ursai cba OCC to caIcc acaps sacaiMry co avoid 
cba cypaa of problaffla nocad &bova. Aa • ganar*! mactar, wa would 
urga ctuc tha banking agaaeiaa vorlt moac cloaciy with the SBC oa 
ragulacory concama cbac ara Alraady addraiaad by Cha fadaral 
aacuricias Lava. Am ia tha caac widt cb« laauaa chac would ba 
covarad undar cba draft axaalnatian proeadur*s, cb«aa caacams 
aoEvally ara noc unlqua to bank-aold ox baak-advlaad funda. 
Horaevar, tha bank aganelaa ahould aaak to avald Hnmi-.^fiy 
ragslkcing aecivlclM tbae ara klraady autajact co aaeuritiaa 
ragolKion («.g. , by raqutriog baaka co olfar ooly choaa mucual 
funda tbac aaclafy fartnia acaadarda adaptad by cba banUng 
agaaelaa). 

Tba Cd^erollar raeaatly adopcad an appxeBCb alsllnr to our 
raceoaaadatioa la bis aasodBaacs oE clta dlseloanra rulaa 
are^icabl* CO bank ■acunciaa.'* Tba aaaaAiats raplacad 
ragulatioaa that had datailad tha concaaea of oCfiactaf doeuMata, 
wlcii a raquir^ant that affaring docuaaaca eaaply with sac 
dladoaura ataadarda. As ch* Coivtroilac'.s xuaasa adapctag tha 
rulaa atacaa, 'tTIba OCC'a adepeioa oC tha IK xaftscsaclaa 
raqulraaaata, wblla ra dnc ing ragulatozy hurt— throu^ cha 
alialnatioB at a dupllcaca (yac aoHCtaaa ■llgtoely diaalallarl 
•at at dladoaura rulaa. will ■aia t aia tha qMlity of dladoaura 
racalvod by lavaacora.*" 

Tba laatltuca raeogalsaa char* waif ba apaeifite xagulatecy 
laauaa chat ara unlqua eo baaks lavotvad Is tha HKual fund 
buaiaaaa asd chat aay raqoiza aecloa by tha bankiBg ag^wtaa. In 
•uch ciretaMcaaeaai hOMwar, Ma ballava it la l^^aratlva tbac any 
•uch cagulacory lalciaelva ba cakaa ooly attar coBaulcacleo uid 
coozdiaatloB vich cha IK (aad. aa apprepxlaca, cha NMD) . Tbla 
eoerdlaacioB abauld aazva co avaid uaaaeaaaaxy duplieacioa or 
coafllct. la addltloa, aa atreagly raceiaaad chac auch accloaa 
oBly ba cakaa aftar aotlea aad oppo rtu nity (or public engi n e, 
tn cha eaaa of tha coaf Ixaatlea atacaavBt dladoaura 
raqulnaaBCa. tat an^la, «a ballava cbac aaay of tha preblaaa 
ostad abova ooald hava baaa avoldad had cha aicual fuad taduatry 
baas paovldad a aaaniagful epporcualey co eoaaaot. 

rioally. with raapact co axaaiaaclena aad Inapaeclo&a, «• 
would ucpa chac cba banking ag^laa aad cba UC coaadc aad 
eoocdlnata with eoa aaoth ar In ordar to avoid uanacaaaaxy 
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duplication of aCCarca [aad cooacquanc burdana upon tha 
loduatey) . Cansraaa racantly ad^cad a aiBilac approach whan i: 
•naccad CD* Ccaaunicy DavalopoMnt Banking Act. Saccion JOS of 
ch« Ace raqulras cba Cadaral banking aganctca co coordlnacc chair 
axaoOnaciona and to aacabliab a lyatan Cor dacanining lAlch 
banking aganey Mill ba tha laad agency raaponaibla for autnaging a 
uniCiad ajcBBination oE aaeli baak and ica afClliataa. Congraaa 
iacandad chat this ayacaa 'rcduea cha rsgulatory burdan 
axparianead by iaatitutlooa that eosf ront' Biltipla dupllcaciva 
aaaa £roa tha four agaoeias [and] raaolva diaagraananta ehac 
ariaa aHoag CIm dlHaraat rvgulacora,* raaaaaing that '[alueh 
duplication and dlaavraaaiac undatmna iaduatry conf idanca in 
fadaral ragulaUon. •■■ 

It would ba aiMilazly praCanbla for tha flK to hava pztaary 



■ouBdnaaa of tha affillatad dapoaieosr UMitucioa (or etbarvlaa 
liVlicata aattars ^ pr op r l^ealy wicbla tha porvla* of tha *"^*-t 
agaociaa) . la ocbar eaasa (for vnovla. irich raspoct to aalaa 
praecieaa of bank eaployaaa aoe aubjaet to ragiaerstion uadar tba 



Llaaiu— . Urn 

iqr lateKxy (and apaelfically as rapra 

-^ _,, w__.- ...-.— ^ --tiida). 



oE evar •>% of Cto aasaca of all bank-advlaa^ Etrnda) , «o would 
nlcoBM a Bora activa and pxodueciva dlalogoa oa iavaataanc 
coiVaBr laaiMM with tba Eadaxal b ankin g agaa c iaa. Ha ahara with 
you a caaalaaaBC to aCfaetlva ragulacioa aad tawaacer pretaceton 
and look f onaxd t« wwUlnt with you to a ce o^liah c h aaa goala . 



. ■•*. ■•. at, lOMCoag.. 
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Barxy taztaali, Dlraccer 
Divtaloa oC Idv«*u ~ " 
SMwntlw ~ ' 

Bnadoa BAckac Olraccer 
Diviaion oC lArluc m^laclw 
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Th« Honorable Eugcn* k. Ludvl^ 

Caapcrollar of ctw Curraacy 

Office of ctia Coopcrollar of ct» Curraney 

250 B Scraac. S.H. 

Hastiiagcoa. D.C. 10119 

Daar Sana: 

TtiuDt you for aaacing wicti ua an January llth. Ha incaod :s 
cooparata with your OtClea aa you eenclnua to addraaa iasuaa 
ralacad co bank Rucual fund aeclvltiaa. Aa you may know, cba 
Inatituta baa aupporcad tha adoption of guldaliaaa by your OEflca 
and ochar fadaral banking ragulatora concamlng bank aalaa 
practicaa . 

Ka alas tiava acronfly ancouragad cbat tha guldalinea of tha 
varioua aganciaa ba uaifon to tha graataac axcanc poaalbla. :a 
tbia coancccion. you aheuld ba avara of a ourant Inconaiacancy 
batwaan cba OCC'a acaadard oucual Euad dlacloaura language aa it 
appliaa to nenay narkat tunda and tba aenay Market fund 
diadoaure requinaiinta of ttia Sacurltias and Bxchanga 
CoBBdaaion. Thla laaua ia dlacuaaad Eurcbar in tba ancloaed 
latter to your ChleE Counael. I would urfe that your Office, la 
conaultacion with otbar bank ragulacora, cba SIC, and the NMO. 
aaak co arrive ac a alngle acandardiaad fonac Ear dlacloaura la 
thia area. 

Me would ba pleaaad to, provide any additional Infotmacioa 
conceeaing ttala ■■ccar. Lactara alailar to ttaac ancloaed have 
bean directed co ttae Fedaral Kaaarve Board, cba Fadaral Oapoait 
Inauranca Corporacion, and cha OEElca oE Tbrifc Si^azvlaion. 



AccacbsMac 



1401 H araicT. Nw • wAaHtNoroH oc sooog-iMa ■ aoa/itt-aaoi 
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'i:.'.:*r. P. 3awdan, Jr., Isqulr« 
z::ts» oC zr.* Coavtroi: 

4SC E StrMC. S.M. 

Haahis^coDV O.C. 2ajlt 



:• sC :r.* Caaptralltr of clt* Currency 

E StrMC. - " 

ml r 



R»: Mnn«v M.T^mr m.i-...1 P..,^ n<.^1„.u„ tT'fT-WnSt 

Smf Kt. sUdni 

Tha ^nvaatnant Coivaay Inatltuca^ la wrtclog to urga sluic 
cha Office oC ctia ConpcrolLar of tha Curraaey <*OCC*] addrua a 
■Ignificuit problau chac hka arlaan aa a raaulc o£ its July 19, 
19)3 guidalina* concamiag bank aalaa of ntituAl funda and ocbar 
nondapoaii: produce! 

kM you kaow, Eha lascituc* haa aeronsly •upportad tiia 
adopclon of uoiCoiB 3Uld«ila«a Cor cba buDc tala of nicual funds 
and ocbar nondapoalc produeca. For cbls raaaon, la July 1993 tba 
Inaclcuta aubDittad medal guidalloaa Co cBa OCC aa vail ka ozbmr 
fadaral ragulacory aganciaa. Wa ara plaaaad chac aaeb of cha 
fadaral banking ragulacora haa laauad lea om ragulacoTy 
guidallnaa In cttla araa. 

That* fuldallnaa ara incandad to provlda la^orcaac 
procacciona for bank cuaconara and Invaatora. Inaofar aa cttara 
ara iigniflcanc Inconalacanclaa among cba fuldallnaa of cha 
dlffarant aganclaa, bowavar, cbla ob]*cclv* will ba mora 
difflcttlc CO achlava. nia Inacicuca ia parclcularly concamad 
about cha OCC'a standard sucuai fund dlacleauca laaguaga aa Ic 
appllas to moaay attrkac funda, bacaua* it la Incoaalatanc with 
currant diacloaura raqulrananca of clM Sacurlclaa aad Ixchang* 



Ria Isvasownt Ceapuqr Inaticut* ts tha national 
aaaoelatlea of tlM MMXlcaa InvaacaacC convany 

ica aaatoarahlp includaa 4, Si: opad'and 
__j easipulu (*aitual funds'). 433 cloaad-aad 
mwaacwanc eaavaalaa and 13 sponsera of unit lnv«aeaaat 
cruses. Its ucual fund naabara hava asaaca of about 
91.93 trillion, aeeoustlng for apprexlnntaly 9S* of 
total industry asaata, and hava ovar 3S alllion 
individual aharaboldars . 



> wAaHWMTOK DC aoooa-iMS • aoa/sas^an • '«■ 202- ua-Ha 
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----■-■".J-r«d cr sbligatior.j si ;r 3-.:arar.:i«d Sy :^.« t«.-jt. »-i 
;.-^; :.-.«y -i=volv« iisv««ttt«R: ::t)ta. lasl-^iir.g :S« pcaai:;* i; 

=; Frir.:ip«:.* This diiclaiure would S»v« ca app««r 
ccr.«pi:-^:-^«.y all wri;:«n or oral aalas prMBnc*Ei=Rj. 
advtr:iSL:i3. pratptctui*! and periodic icacsm«3:» c.-.a: ir.sl,;; 

i£!=i3)acioa on boeti dcpoaic and r.andapaaiE produc:*. 

By coacraat. cba JEC raqulna thac all advacclaaawr.ta 
coasaiQisg paifonunca inEonuciao eoaeanting manay marKaE ;_: 
and praapaccuaaa lor choa* tunda discloaa chat: 

111 an invvacnanc -.n ctia fund ia nalcMr 
ioaurad nor guarancaad by tha U.S. SevanmHic 
and (2) thar* can t>a ao aaauranc* cbac cha 
Cund will b« Bbla to maintain a scabla nac 
aaaac valua of fl.OO pac sbar*.' 



Wtch raapacc co cha riak of laaa of principal, tUa 
diacloaura acccopliahaa cha aab* purpoaa ma tha CoHpcrollar'a 
diacloaura buc ia, in our viaw cailorad nor* praciaaly to cba 
characc aria c lea □£ oonuy Toackat funda tha SIC a diacloaura 
aaJua claar that daaplta cha fund a objactiva oC aftincaining a 
atabla aaC aaaat valua of tl 00 par ahara. tbara can b« no 
aasucmnca chac cbls objaceiva will b« oac. 

Tha SBC alao raquiraa pcoaUnanci csvar<paga diacloaura on 
every proapaccua tor a mitual fund aold by or chrougti a bank 
tincluding a monay aarkac fund) of cha face cBac 'aluraa in ttta 
fund ara not dapoaica or ebllgationa of or guaraneead or 
andoraed by. tba bank . . . .* Tba National Uaociation of 
Sacuritiaa Daalara Inc , raquiraa that adverdamwics for nucual 
funda aold tbrougb baaka (including monay marlcac fun^ discloaa 
tbat tba fund ahAxaa 'ura aac dapoaica or obligationa of, or 



till* 4iaia) t7) ; icav 1, rem N-IA. TD* sic alao haa 

propoaad to aawnd lula 134, co roqutra incluaien of 
tbi* diacloaura in ao-callad coabacosa advarcisaamca- 

tbat ganarally daacrtb* nosay martcac funda. lit SIC 
Kalaaaa Ho. IC-199S9 IDacanbar 17, i9>3). 

an I>actar to Kagiatranta from Bazbaxa J. Sraan, Daputy 

Dinctar. Divialon of lavascaant Nuafanaac (Hay 11, 

iMai . 
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:.'. ;rd»r zs avoid iacai:aia:«n: and dupll;«civa disc^:r^rs>. 
-.^,m :=*:i:u:« .ir?«i cti* Csnptrallcr zs clariEy si-j; r«r.«y rarict: 
!v;sd idvar^^aaiMa:* and p:^ap«c:ua«a cocsainiog :.■:• StC- ar^ 
NAS3Taqu^;«d ;aa9uaga will aaciify rtlavast raqui:wn«!-.:a 
:3nsaia«d in cha OCCa guldalt.-naa. Uearnacivaly, ahould zta :: 
;scclud« tnat dlacloaura In t!ia fom maodacad to dac« by ^.'.a S=: 
and zi-.u SXSS ia in aooM raap«ct dafici«nc. wa urga c.lac ic 
:3naulc and ceordlna» wicb tha SIC and cha HASD on aoma air.^la 
ravlaad diacloaura format aecaptatola to all etiraa aganciia. 
Eiciiar approacb would b* diattnccly prafarabla co cna currant 

Ha would ba plaaaad ce pcovida any addicional infotsaciaa 
concamios tbls Baccar. M bav* ••nc slatlar Isccars co ca« 
Fadaral R«aarv« Beard, cha radatal Dapoalc Inaucuica Corpecatiot 
and ttt« OEftea of Thrifc Supasvlstan. 



C V«r^ truly youca. 

Paul Selwtc Stavaoa 
0«ural Ceuaaal 



Barry BaAaab 

Siractor, Oivlaioa of Invastmaat Maoafaoanc 

Sacuriclaa and Ixebaaga CesKiatlaa 

R. Clark Boopar 

viea praaldaat, Mvartlalot/IavaacMac COBvaaiaa Ragulacton 

Nacleoal Aaaeetatioa of Saeurlctaa Daalara, tne. 



SM kUO Katlea co Mabara 93->? iSaeaobar 1993) . tm 
HMD'S dlaeleanra raqulrMaat vpliaa eq baak- 
aeeiliatad aaabara aad aa^ara paztlcipacing in bank 
natwerklBg amngawaiiBa. Iba mSD'a Rotiea alao 
raqulraa Ua Mabaza to advtaa cttair bank afflliacas 
cbae tbair uazagtatarad mvIot*** abould pxovlda 
slsllar diacloaura. 
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;: :.-.• .-sd«:al Riiarv* Syscam 

V(Mnir.g;5c. 3.C. lOSil 

ila= Wflc«Y mrlcee Mueual Fund :ji«gia« ur« a«mj!.r»ff»— . 

;*ar Mr. Maccinfly: 

Tt>t :avajEmtnt Compiny Inaticuw^ is wrlcing to urg« chi- 
E.'.s Board o; Governor* of th* Padcrtl Xciarva Syacam addrsaa a 

■ ignificaQC problwi chLst has ariian aa a raaulc oE ica Juna 17, 
1993 auparviaory latcar concaraiog bank aalaa of nucual funda. 

Aa you kaow. cba laacicuca has (croosly aucportad the 
adopcioD of uniform guldaliaaa tai cha bank aale s£ nucual funda 
^nd ottiac isvaacaant producca. For ttiia raaaon. in July 1993 cbt 
laactcuca aubnittad inodal guidallnaa co cha Federal Raaarva Board 
as wall as othsr fadaral rtgulatory agaDciaa.. Ma ara plaasad 
ttiac each of cha federal banking regulator* haa iaauad its o«n 
ragulacocy guidalinaa In ciUa area. 

Tbaaa guldalinas ara incandad co provide u^artaot 
procaccioai for bank custoowrs and invascora. Insofar as ctiare 
art significant incooa lac ancles ajnong cha guideltnea of za» 
dittaranc agaociee, howaver, chis ob]«cclve will be nor* 
diCficulC CO acniava, The Inaclcuca la parclcularly caacemed 
about tba Fedaral ftaaarva Board's acaadaed mutual fund discloeura 
language «a xz appliaa to ouasy mackat fuada, bacauaa ic is 
mconslacsnc with curraot dlaelosure rsquiraawnta of cha 
Sscurlciaa and Ixcbanga Coaniastoa. 

Tba Padaral Raaatva Board's laccar stacas that whan an 

account: for cha purchasa of mtual fund abaraa is ascablishad, 
cuacoawrs auat ba iofoinad that the mutual funda ars not dapealts 
or oehar cypas of bank or govacBoaac obligacloB, and chat they 

^ The tnvasUBsnc Co^aay UwttCuea is Cha nattenal 
aaaaciacioQ of cbs AsMrlcan iovascgwat co^any 
Induatiy. Ica maeibarsbip includaa 4,ssa opan-snd 
iBvascaanc cos^aniaa I'uBitual funda'), 411 elesad-and 
Invastasnc caa9>anisB and 11 aponaora of ualc iBvaacBwnc 
crusts. Its aueual fund maoBera ha-va asaata of about 
11.92 crillion accounting (or approxiaataly 9S% of 
total iaduacry aassts, acd liava ovar 31 million 
Individual aharaboldsrs. 
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d by Google 



•ufc:«c: za risk thac my C4uaa :ha vai-.ia sf 
ir.« ir.vascfflant to tlucs'^ta. and :!»: nbaa 
:.-.■ ir.vatcawat !■ sold, cha valua may ba 

Kighar or lowar ch«n cHa aanunc originally 
paid by ctia cuaconar. 

By concraat, cha SBC raquiraa chac all advartlaanwc:s 

cantaming partonnanca InCotmacion concarDlag oenay marica; 
and prespac:ua«a for cbeaa fuoda diacloa* chac: 

<i) an imrftataaac in cha fund ia oaicbar 
inaurad nor guarancaad by cti« U.S. Govcrnnasc 
and (3) cbara can M ao aiauranca chac cIm 
fund will ba abla ce naintain ■ acAbla B«t 
aaaac vaiua of 11.00 p*t ahAra. 



Wicb raap*cc Co tba risk of loaa ot priaeipal, this 
discloaur* accca^llahaa thm aana pucpevs aa cba Fadaral Raaaiva 
Board'a dlacloaura but la, is ouc vi««, callorad nora praciaaly 
CO cha characcariaEica □£ siocay iwrtMC tuads. TDa SBC'a 
dlacloaura nakaa claar thac, daapica cba tuad'a ebjaeciv* eC 
malncainlDg m acabla nac asaat va^ua of SI. 00 par. ab&ra, cbara 
can ba no aaauranca cbac cUa objaet^va will ba aac. 

Tba SBC alao raquiraa pronlnaac, covar-paga dlacloaura oa 
evary proapaccua for a mcual fund aold by or cbrougb a baii)c 
(including a oonay narkac fundi, of cba fact cbat aharaa in cba 
fund ara noe dapoalca or ebligaclooa ot, or gua.rancaad or 
andoraad by, tba bank ....*' Tba National Aaaociaclon of 
Saciiriciaa Daalara Inc , raquiraa thac advartlaaoianca for nutual 
funda aold ttazougb banka (including aenay oarluc tunda) diacloaa 
chac tba £uad aharaa *ara not dapoaita or obligaciosa of, or 



Kula 413(a) (7) J Zta« I, Fon M<U. Tba IBC alao baa 
prop«aad to aaMod tula 114, co raquira iaeluaioa e£ 
ttLla diaeleaura 1a ae-e&llad 'toattatona advarciaanaacs* 
chat ganarally daacriba anaay aarJcat fusda. Uft SBC 
Ralaaaa No. IC-1»SI <DacaMbar IT, 1S91) . 

IM liaecar co ftaglacrsnta Ire* Bazbara J. Sraan. Oaputy 

Diraeeor, Diviaiea e£ iBvaacaaot MaaagaMBC mar 13. 
1S91-). 
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suanr.zstd by. zi:» bank . . . . • 

::-. srdar cs avoid iscor^laccnc and duplicative di>:l=«-^r«i. 
t.".* Z=^^:z-z* urjas cfta Fadarai Raaarva Board C3 s'.ts-.iy •i-.a.z 
Tiaamy 3i«ricac ;-^sd advarEiaaoanct and praapactuiti :cti:air.:,r.; t^.a 
StC-aad NASO-raqu^rad languaga will aaciafy ralavan: 
raqulramancs coacainad in cba Padaral Rcacrva Board'* r-<±*- -'•••■ 
AlEamatlvcly, ahould cha Padaral Raaarva Board coscluda t^^t 
diacloaura In ch* fom nandJicvd co daca by tha SEC and :!-.a nas~ 
la in aoma raapacc daticlaac, wa una chat It conaulc and 
coordinate with thm SIC and tha tiUD an aoo* aingla raviaad 
diacloaur* fatnat aeeaptabla to all thra* aganciaa. Eithar 
approach would ba diacinctly prafarabla to tha currant situacioD. 

Ha would M plaasad to provide any additional intoimaEien 
coaeaniBg chia mattar. Ha hava ■•nc limllar lactara to tha 
Ottiea of cha Co^trollar o£ tha Currancy, tha Padaral Dapoait 
lasuraaea corporation, and tha Offiea of nuritc Stiparvisioa. 



viryejnily joura. 



■arry Barbash 

Diraetor, Divlateo of lavaatawst naagaawnt 

SacurlciM aad Ixcbaag* Caiiaaion 

ft* Clark EooMr 

vie* PTMidaac, Jtdvcrtiaiag/IavMtaNBt Coapaniaa iLagulation 

Haciooal Jwaodacioa of fl«euritta« Malars, Inc. 



Itft VUD ■scic* CO HMtoara si'li (DacaiAar 19»1) . Th« 
MUD'S dUclosuT* raqutraaanc appliaa to baak- 

aff llUcad iinrtim and mmbmn participating in bank 
natvorUag ii iinuMaiii a Th* XUD'a Hotica alao 
raquiraa lea owaAsra ce advlaa chair bank at£Uiacaa 
chac chair uaragiacarad a^lercM ahould provida 
aiaitaz discloaur*. 
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3f '»"■-. :;.^it, ' J«cu»ry 17. !;;< 

:=u=lft« H. J9CCS, Eaquir* 

Ac:i.'.3 3«n«ral Caunavl 

Fadcral Zvpauii Isaurmne* Cocporacien 

SSS 17:.-. Sin*:. N.K. 

UMttingcan, S.C. 3043* 

Ra: Vaniiv Mrlwf m»m.-1 HmH rn.^i.oaura awn.w— ,.-. 

3aar Mr. Joaas: 

Tb« tnvMUMSC Coavany laaclcuc*^ ia writing to ucga ciiac 
tha Fadaral Dapealt Inaurue* Coiporation t'fDlC) addraaa a 
■ignificaBE problaa that haa ariaas aa a raaulc at ita OetgMr B. 
1991 supacvisocy atatananc co&cantiag bank aalaa of aucual tuada 
and annultlaa. 

Aa you know, cba Inatituta haa atrongly aupportad eh* 

adopcioQ at uQifom guidallnaa for ch* bank sal* Of mtual fiuda 
and othez ;.QVBacinanc produce*. For chla raaaan, In July 1991 Cba 
iBaciCuca aubnutcad modal guidalinaa ca cha FDIC aa wall aa OCttar 
Ecdaral ragulatory agaociaa . Wa aca plaaaad cbat cacti of Eha 
tadaral banking ragulatora haa laauad lea own cagulacozy 
guldalinaa in thia araa. 

Thaaa gutdalinaa asa inc^tfad cq provide Ij^orcant 
protAcclons for bank cuatcowra and lavMCora. inaoCar aa Chara 
arc aigniflcant ineonaiataoclaa among tha guldalinaa of cha 
diCfarant agancias ho«*var. thla objactiva will ba mora 
difficult CO achtava. Tha Inatituta ia particularly concemad 
about cba PDIC a acaodard nutual fuad diacloaura lang^aga aa ic 
appllaa to monay markac funda. bacauaa it ia inconaiacont with 
currant dlacleouxa raqulraoHnca of cba Saeuritiaa and Bxcbanga 
Conalasloa. 

Tha FDIC 'a auparviaory acacaowie raquiraa dtacloaura that 
Cba producca ara not bank dapoalcs, *x* nee mc* Inaurad, and ara 
not guaraneaad by or obllgaclona of ttM bank. Tha aeacaaianc alao 
raquitaa dlacloaura ot cba 'Invaacaaat rislta . . . Including cba 

^ Tha invaacaanc Ceapasf Zaatltuu la eh« national 
aaaoelation of cba taarican invaauiiant eoapany 
induacry. lea nirnib irahip includaa «,5I3 opan-and 
invaataaoe eeapaalaa Cmtual tunda'l, 431 elosod-and 
iBvaatBaoe eeosaniaa and il aponaora of unit lavaacaant 
czuaea. lea oucual fund sMBibara liava aaaata ot about 
•1.93 trillion, accounting tor ^pcoxlaKtaly 9S% ot 
eocal induatry aaaata, and bawa evax 31 ■llllon 
individual aharaboldara . 
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P=sai=ili:y- o£ isaa o£ aoew or all sf c.'i* prlr.:ipftl ir.vta^r.t 
T^.ia d;.aclsaur« would hava to app««r in all wr^staB and ora: 
laeguag* aalaa prasancatiosa and acivarciaing. 

-B/ concraac, cha StC raquiraa chac all adv«rtia«mar.:a 
:3s:aiaiag parComanea iafoimaclon coKcamiag noaay markat ! 
and preapactuaaa for thoaa funda diaeloaa that: 

(1) an invaatnanc in cha fuzid i> natthac 
inaurad nor guarancaad by tha U.S. Oovaraaaac 
and CI clwra can ba no aaauranca cbac tha 
tuad wtll ba aUla ce maintain a.ataAla tMt 
aaaae value of 91.00 par ataara.* 



Mich raapacc to tha riak of loaa of prlaelpal, thta 
diaeloaura accanpliatiaa tha aana purpoaa aa tha FDIC'a dlaclesura 
but la. in our vi«w, tallorad nora praciaaly to tha 
characeariactcs of nosay naricat funda - Tha SlC'a diaeloaura 
nakas claar that daaplta tba fund a objactiva of malncainin? a 
sc«bl< nat aaaat value of Si. 00 par ahara, thara can ba no 
aaaurmaea that thii ebjacclva will ba aat. 

Tha SSC alao raquiraa prootaaat, covar-paga diaeloaura on 
■vary proapactua Cor a mtual fund aold by or through a bank 
(includiag a moaay markat fund), of tha fact that 'aharaa in Ch* 
Cund ara ooc dapoalcs or oblinciona of, or guarantaad or 
eodoraod by, cha bank ....■' Tha ntlonal Aaaociacioa of 
Sccuritiaa Daalara Inc., raquiraa Chat advartisaoacca for oaieual 
funda aold through banka (iacludlhg aeaar narkat funda) diaeloaa 
chat ttia fund aharaa 'ara ooe dapoalca or obligatioca of, or 
guarantaad by Cha bank . . . . ■ 

' Bula 4aaia) (7); Ztaa 1, rom t'lX. Iha SIC alao baa 
propoaad to araaDd Kula 134, to raqulra isclualon of 
chla diaeloaura in ao-callad 'caaMteaa advartiaananta* 
that 9«iMrally daaeriba aooay aaikae tuada. Im SIC 
Ralaaaa Ko. IC-19*S* (Dacaabar if, l»ll . 

' Sam Laccar to lagiscrancs froa Barbara J. 
Diraecor, Diviaion of Invaacai ~ " 
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Dsu;lu H. .':r.«a. £aquiri 
January :?. :394 
Pag* i 

:= srdar to avoid issonaiacaac and duplisaciva diae^;a'-=ta. 
:.''.a :na:^tuta urgaa cba FDIC ca clarify th«.t nuuay marKa: JMr.d 
«dvar::.aa3iBi:ca acd proapactuaaa csntaiaing cha SIC- and XA52- 
raquirad languaga wlllaaciafy ralavanc raquiramasca cc=:ai=ad :. 
ctia roiC'a guidalinca. Xleaniativaly, ahould cha m= csccl-^da 
chac diacleaura ia clM fena nandacad to data by tha SIC snd t^.a 
NASD ia is aooa raapaet daticiasE, wa urga tbac tt canaul; ar^ 
eoerdinata with tba SIC and tha KUD on aona aingla eaviiad 
dtaclaaura tocnat accaptabla to all thraa aganciaa. Either 
approach would ba dlatinccly pratarabia to cha currant aicuaclsc 

Wa would ba plaaaad co prevlda asy additiooAl iafomaeisa 
concamiog thia naccar. Ka hava aant aimilar lattara co cha 
Fadaral Kaaarva leard, the Otiie* of tb« Coavtroliar of tha 
Curraocy. and th« OfCica of TUrifc Suparvisioa. 



L Ichocc Scavaas 
Ocnaxal Counaal 

■arry Bazbaab 

Diraecer. Dlviai^ of lovvaUMse MsagaoMat 

Saeurltiaa and Ixetaanga Coidaaion 

K. Clazk loopar 

Viea Pzaaldanc, Mvarclaiag/Zsvaacocnt Coopantaa Ragulatlos 

Macieaal AaseclacloB et Saeuriclaa Daalan, Inc. 



a££illacad aitira and aaabara participaciag in bank 
nacwozking arranyawanei . Tha lUD'a lotlea alao 
raquiraa Ita aMaban co adnaa chair bank aftiliataa 
chac tbalr uazagtacarad a«g1 nyaaa ahou^d previda 
•iallar diaeioauz*. 
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I of Thrift Supatviiion 

;703 G SCfMC, S.H. 

WMhingcoti, D.C. 3aS52 

R*: Honav Mtrltec Mutual Fund Di.rln.ur. B^cpi- —..— -■. 

D««r Ml. Liabiinut: 

Tha lavasEBuic Canp«ny Inatituea^ !■ wrlciag co iirga cbA: 
c&a ojfica of Thrift SuparvlaiOB addrcti a ■tsnlEiemnc problan 
tb*c hAa ariaan aa a caaulc ot Ita Sapeaabac S. 1>»J Thrtfe 
aullacln 33-1 ceaearatag b«ak •*!•■ of nucu&l funda and ochar 



Aa you kaoK, chtt Zoatieuca baa atrcoglr nqiporcvd cha 

adopcioa of uniCoiK guidallnaa for tha baa)c aala of oaicual funds 
and ochac invaacaanc producca. Por chla raaaon. In July 199) cba 
loaclcuca autniccad modal guidalinaa co cha OTS aa vail aa ochac 
fadaral ragul«cocy aganciaa. Ha ara plaaaad thac aaeb of tha 
fadaral banking cagulatoca baa iaauad ita own ragulscory 
guidalinaa In cbia araa. 

Ttiaa* guidalinaa ara lacandad co provida iaporcanc 

pEOcacciona Cor bank cuacotMra and Lnvaatoca. ^aefac aa cbara 
aca ■ignieicinc InconalacancLaa aoong tha guidalinaa ot tha 
diffaraac sganciaa, how«s«r, thia objacclva will ba mora 
dltficulc to aehiava. Tha Inacltuca la particularly concatnad 
about tha OTS 'a acandard micual fuad dlioloaura languaga aa it 
appltaa to Donay markac funda. bacauaa ic ia tnconaiicanc wich 
oureasc dlaeloauca caqulraotanta of tha Sacurlciaa and Bxchanga 
Comlaatea. 

TtM OTI'a bullatin raquiraa dlaeloaura c&ac (L) cha nicual 
fund aharaa ara noc FDIC iaaurad, (3) cb* racura ia aec 
guarancaad, (1 dw "valua Qf Cba iavaacaaac aay fluecuaca.* and 
I4J a 'tlloaa of tlM prlaelpal iavaatnaat ia peaaibla.* This 
diicloBura irauld bsv* to ba glvaa by aalaa rapraaaacacivaa and 

^ TtM iBvaat^uc CoivaBy Inacicuta la tha nacienal 
aaaociaclon ot cba Jtaarlcan lovaacnant conpany 
induacxy. Ita Dastoarahlp includaa 4 SI3 epaa-and 
invaacaant co^aalaa 'nucual funda , 4)] eleaad-and 
invaauaant co^aniaa and 13 tponaora of unic invaatowac 
truata ;tt nutual fund manibaca hava aaaata of about 
Sl.sa trillioQ accounting for a^roxinacaly 9S% o£ 
cocal induBcry aaaata and hav« ovar IS Million 
individual aharaholdara 
i4o< K aT«crr Nw ■ wAaHMoroM oc aooo»-ai4a ■ loa/saa-MM ■ nt>aoa laa-MH 
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3y C3n::raic. th« SEC r«qu:.r«i thAc all Adv«r:isKr«::: 
iftir.ir.; p«r£3i=i«(ici infcniACisn coceamj.ag ztccay r^ritt 

pr=Bp«c:uaM i^r cttosa Cunda discIcM ch*c : 

(1) aa invasciMnc in ch« fund la caishar 
inaurad nor guaraasaad by cn« U.S. Sovaranan: 
and (2) char* can b% no aaauroace cti^c tha 
fund will b« abla co maintain a acabla oac 
asaac valu* of Si. 00 pac shara. 



With raapacc to ctia rlak of loaa of principal, c&is 
diacloaura acconpliahaa tha same purpoaa aa cb* OTS'I discloaura 
but is. ia our viaw, tailored more precisely to cha 
charactetiitlcs of money market fun d s. Tbe SiC'a diacloaura 
naJeas el««r ttiat daapita the fuad » objective of aaintalning a 
stable net aaaat value of Si ao p*r sh*ra. Cbara cut b« no 
assurvtca that this objaeclv* will f aac. 

TtM SBC alao raquicaa promlnant cevar-paga diacloaure on 
•very proepactua Cor a mutual fund sold by or through a bank 
(including a noDay aiaricat fund) of tha fact that 'aharaa in tha 
fund are not dapoaica er ebligationa of, or guaranteed or 
•adorsad by, tha bank ....*' Tha National Aaaociation of 
SeojriCias Dealara lac, raquirea that advert isamants for nutual 
Cunda aold through baatca (including Donay BaAic fuada) diacloaa 
that the fund aharM 'axa not dapoaiu er obligations of, or 
guarantaad by, tlu bank ....** 

' Xula 4S3(«)(7); Itaa 1, Pars M-IA. Th* SIC also has 
p e op o sad to UMBd tula 134, to raquir* iaeluaion of 
this dlaelosur* tn ao'callad 'CoaAacona advert iaaoiants* 
that faaaxally daacrlba aonay RBrkat funds. StS SIC 
lalaaaa Ma. IC-t9tS> iDacanbar 17, i»93l . 

* tM Lactar to Ragiatrants froa Barbara J. Sraan, Deputy 
Diractor, Divlalon of Isvastaaat Mnagsaant (May 11. 
IMS] . 

* tm MUD Notice CO Naabara 93-a7 (Dacaabar tSSSt . The 
RUD'S diacloaura raquiraaaat appliea co bank. 
affiliatad BMaAara aod aaiftara participating in bank 
aacworiting arrangaoaats . Hm iDiSO'i Notice alas 
raquirea ita atira to adviaa thatr bank affiliates 

(eeatinuad — ) 
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:.-. srdar ;s avoid vr.=3r.a;ic«r.: ar.d ^up^^cac^va lia:l:i.:r«i 

:--.! ::itEi:'i,it* urges cAa OTS C3 clarify c.-^: nonay narica: ^ur.l 
adva:::.iarfr.ti and prospac^-jias ccc^air.^r.g :ha SEC- and \'AS;- 
requ^rad lanf-iagi will laciify ralavan;: raquiramants C3R:a:.;:ad 
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Mr. Fields. Mr. Lackritz with the Securities Industry Associa- 
tion, and of course I have butchered your name every time I have 
tried to pronounce it and I apologize for that. 

STATEMENT OF MASK LACKRITZ 

Mr. Lackritz. Thank you very much, Mr. Chairman, members of 
the subcommittee. Mr. Chairman, thank you ve^ much for the in- 
vitation to be here to testify on this bill. My name is Mark 
Lackritz, and I am president of the Securities Industry Association, 
and I want to outline if I could to the subcommittee some of the 
concerns that we have with the bill that is before you now. 

This bill — we have supported, and the securities industry actu- 
ally needs and wants, modernization and comprehensive financial 
restructuring legislation. It needs it and wiints it because, over the 
years, the banking relators have slowly deregulated, by fiat, reg* 
ulatory fiat, the banking industry and permitted its ext^sion into 
the securities industry without any of the comparable protections 
that investors have or that the markets have from SEC stjrle regu- 
lation, and one of our bluest concerns about this bill as it is struc- 
tured now is the way that functional regulation is not provided 
adequately in this bill. 

Let me just say, there are four concerns that we have. One is in 
the area of functional regulation. I^e second concern is that there 
is not an adequate full, two-way street in this bill. The third is — 
our concern with the role of the Fed; and fourth is that we need 
to promote more competition by permitting affiliation of wholesale 
uninsured institutions and retail depository institutions. Let me 
just touch briefly on each of those four areas if I could. 

With respect to functional regulation, Mr. Chairman, full func- 
tional regulation should be a central element of any comprehensive 
financial restructuring legislation. The act, as it is structured, falls 
far short. It contains a series of loopholes that allow banks to en- 
gage directly in a number of securities activities without even reg- 
istering with the SEC eis a broker-dealer. It also gives banks the 
option of placing these activities in a separately identifiable depart- 
ment or a SID, which would register as a broker-dealer but would 
be exempt from SEC net capital standards. 

In effect, these loopholes greatly diminish the SEC's ability to 
regulate securities activities. We believe that all securities activi- 
ties should be conducted in a separately capitalized securities affili- 
ate subject to SEC regulation and net capitel requirements. 

The SEC's statutory framework, expertise and examination and 
enforcement procedures are best designed to oversee securities ac- 
tivities, capitEil markets and to protect investors. At a minimum, 
the act should not allow banks to engage in any new securities ac- 
tivities inside the bank Euid the bill should clearly be Eunended to 
delete the provision that makes municipal revenue bonds bank-eli- 
gible activities. 

The act should also be amended to provide that once a financial 
services holding company esteblishes a section 10 fiffiliate, all secu- 
rities activities should be conducted in that affiliate. 

With respect to the two-way street, we sire concerned that this 
bill does not achieve a full two-way street because it limlte the 
abilities of securities firms to affiliate with banks as has been de- 
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scribed more fully by my colleague, Mr. Fink, in his statement. The 
only requirement for banks to amliate with a securities firm is that 
they be well capitalized and well managed. 

However, securities firms that would affiliate with banks would 
be subject to a number of restrictions that focus on their insurance 
and nonfinancial activities and have little to do with their financial 
condition. We firmly believe that any securities firms should be al- 
lowed to affiliate with banks or wholeszile financial institutions 
without requiring substantial changes to its operations. 

A far more competitive and fair approach in this bill would be 
to remove any arbitrary and capricious business restrictions and di- 
vestiture requirements which are in there now. 

Third, the role of the Federal Reserve Board. Under the act, the 
financial services holding companies fmd their afHliates will be reg- 
ulated under a system essentially designed for bank holding com- 
panies and emphasize the safety and soundness and minimization 
of risk to insured depository institutions. We believe this regulatory 
structure is inappropriate for securities firms which typically relied 
on market discipline to control risks. We think the SEC should 
have sole regulatory authority over section 10 affiliates, including 
adhering to special regulatory and disclosure requirements for is- 
sues that are unique to the financifd services nolding company 
structure. 

When a bank affiliate becomes undercapitalized, the board 
should be required to seek SEC approval, not mere consultation, 
before imposing restrictions on a section 10 affiliate. The role of the 
board should be confined to enforcing restrictions on interaffiliate 
transactions and insuring the holding company has the resources 
to serve as a source of strength for its Dank affiliates. 

With respect to affiliation with retail wholesEile banks, the act 
authorizes an investment bank holding company structure under 
which all depository institutions must be uninsured wholesale 
banks. The ac^ would prohibit a holding company from owning both 
a wholesale uninsured bank and an insured depository institution. 
Firms that have both an institutional and a retail customer base 
should not be put at a competitive disadvantage to other financial 
services providers, and we believe there is no public policy reason 
to prevent afiiliations between these institutions since such affili- 
ations would not put deposit insurance funds at risk. 

In conclusion, we believe it is time to modernize our financial 
services system and we support these efforts to move the process 
forward. As the bill stftnds before you, it is not modernization; it 
is mere codification of the status quo in the marketplace. 

We need a regulatory structure, Mr. Chairman, that won't fade 
into obsolescence as soon as the ink is dry on the legislation, and 
we don't want to replace a Rube Goldberg contraption that has 
evolved over the years now with yet another Rube Goldberg con^ 
traption that is going to be outmoded as soon as the bill is passed. 
So we would urge amendments in the nature we have stated. We 
would be willing to work with the committee in effecting those 
amendments. 

Thank you very much. 

[The prepared statement of Marc E. Lackritz follows:] 
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INTRODUCTION 

I am Mart E. L4ickTitz, President of the SecuritieB Industry Association CSIA").* 
I would like to thank Chairman Fields, Chaiiman Oxley, and the Subcommittees 
for the opportunity to partidpate in this hearing on the Financial Services Gompeti- 
tiveness Act of 1996 (H.R. 1062) and the regulatory and competitive implications of 
restructuring the financial services industry. My testimony will focus on how H.R. 
I0G2 should t>e amended to: Extend full fimctiiinal reguladon to exempt bank secari- 
tiea BctivitieB by moving them to securities affiliates or ret^uiring banka to cconplj 
with SEC registration and net capital requirements; Provide for a fiill "^o-way 
street" by permitting securities firms that ensage in significant instirance and non- 
financial activities to affiliate with banks; RMuce regulatory burdens by restrictiiig 
the Federal Beserve Board's supervisory authority over securities aCBliates of finan- 
cial services holding companies; and PrWote competition by allowing affiliations be- 
tween wholesale aiM retul depository institutions. 

SIA strongly supports Congressional efforts to enact comprehensive finam-inl re- 
structuring legislation to serve consumers and to make it possible for all financial 
services intermediaries to operate more flexibly and competitively, both domestically 
and internationally. We believe modernization of the finandot services r^fulatory 
structure ia critical to maintaining the preeminence of our coital markets and to 
meeting the competitive challenges from abroad. In the era of^ global moists, it is 
time for CongreSB to replace the patchwork of Depression-era laws, regulations, and 
court decisions with a rational regulatory framework that will benefit everyone — in- 
vestors, consumers, and providers of financial services. 

SIA'S PRINCIPLES FOR COMPREHENSIVE FINANCIAL SERVICES REFORM 

i all financial services providers is certainly an objective 
. , . . egislation, but the overriding concern is whether the pro- 

posal truly benefits the public. That is why SIA believes if commercial banking orga- 
nizations are to be granted expanded authority to compete in the securities btwi- 
ness, they must do so without federal subsidies, with saf^uards to enhance the 
safety and soundness of the federal deposit insurance system, and with a balanced 
aroredation fbr the competitive int^nty of the capital mariieta. To achieve those 
objectives, we have consistently advocated that any oMnprehensive finandal ewices 
restructuring l^^lation should, at a minimum, adhere to the ftdlowing three prin- 

1. Competition Without Federal Subaldlea. Securities activities should be per- 
formed in separately capitalized affiliates of banks, and those affiliates should have 
no access to the deposits or credit power of the federally insured bank. 

2. Two-Waj[ Street. Banking organizations should have the ability to own full 
service securities firms. Converwly, full service securities firms should also be able 
' ~ ~ n banks and bank holding companies, 

!luictlonal Regulation. The same aci 

es administered by the same regulator] „. ,, _„ ,^ 

dal institution engaging in the activi^. Functional regulation is an integral part of 
any financial restructuring le^slative proposal because it protects investors and 
eliminates unfair competitive advantages. 

SIA CONCERNS WITH H.R. 1063 

On May II, the House Banking and Financial Services Committee voted to report 
comprehensive financial restructuring legislation. The Financial Services CompeU- 
tiveness Act of 1995 ("the Act") basically recasts bank holding companies as finandal 
services holding companies ("FSHCs") and allows commerdal banks to affiliate with 
securities firms, subject to various restrictions and firewalls, through the FSHC 
sti^cture. While the Act represents an important step in moving the d3>ate forward, 
SIA believes the Act is flawed in several important areas: 

•The S«curitiM Indua 
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1. It does not provide full functional regulation because it allows banks to ei^age 
in numerouB securttieB activitieB without registering as broker-dealera or complying 
with SEC net capital rules. 

2. It does not provide an adeouate "two-wajr street" for all securities firms to ^t 
into banking because it limits tne amount of insurance and non-financial activitiee 
in which a securities finn niay engage if it is affiliated with a bank. 

3. It increases regulatory burdmia by giving the Federal Reserve Board authority 
over the activities i» registered bnAer-dealers affiliated with financial services hold- 
ing companies. 

4. It hinders competition by prohibiting the affiliation of wholesale and retail de- 
poeitorv institutions. 

SIA Delieves these provisions must be amended if the Act is to achieve the goal 
of expanding the competitive opportunities for all financial services providers. Oth- 
erwise, the Act will create an overly complex and bvirdensome scheme of r^ntletion 
with numerous restrictions, exceptions, loopholes, and complex levels of regulation 
that could stifle innovation and nsk-teking in the securities markets. 
1. FunctioTud Regulation 

The U.S. capital markets and the financial services industry today are the most 
competitive, dynamic, and innovative in the world. Tiua industiy is a tremendous 
natural resource, affecting all areas of the U.S. economy, providing low-cost capital 
to business and government, and seeking new opportunities for private and public 
investors. Because the regulatory system that governs financial services providers 
is so critical to the efBciency, liquioity, and coimdence in our capital marketB sys- 
tem, SIA believes functional regulation should be a central element of any com- 
prehensive financial restructuring legialation. By giving a single regulator authority 
over specific activities— iwardless of the charter of the institution engaged in the 
activitieB — flinctional regulation ensures that the rules will be applied consistently 
and efficiently, promotes competition amone all financial services providers, and re- 
sults in greater investor protection and confidence in the financial markets. 

The Act generally pronibits an insured depository institution affiliated with an 
FSHC fi^>m underwridn^ and dealing in securities and mutual funds, and engaging 
in other securities activitiea. InsteacC these activities must be performed in a sepa- 
rately capitalized securities affiliate ("Section 10 Affiliate"). The Act, however, does 
not require banks to move all securities activities into a Section 10 Affiliate, but 
builds in a number of loopholes to allow banks to engage directly in a number of 
securities activities without registering with the SEC as a brokernlealer, including: 
Underwriting and dealing in municipal revenue bonds, which the Act classifies as 
bank-elicnble securities; Underwriting and dealing in "liank-eligible" securities, such 
as U.S. Treasury securities, general obligation bonds, GSE securities; and Making 
private placements to accredited investors.^ 

In general, banks must register as a broker-dealer to engage in retail brokerage 
activities, but the Act creates the following 11 exemptions from this requirement: 
Third party brokerage arrangements; Trust activities; TransactionB in "exempted se- 
curities" such as U.S. government securities; Transactions in municipal securities: 
Transactions for employee and ahareholder benefit plans; Sweep accounts invested 
in registered money market fiuids; Transectjons for bank affiliates; Private place- 
menta; De minimis exemption fbr up to 1,000 transactions annually;' Safekeeping, 
custody, clearance, settlement, securities lending, and holding certain pledged secu- 
rities; and Banks that are not currently required to register as a broker-draler, and 
that are members of a national securities euhange, are exempt fixim the definition 
of broker. 

The Act also allows a bank to conduct these activities in a separately identifiable 
department ("SID"), which would have to register with the SEC; as a broker-dealer, 
but would not have to comply with SEC net capital standards. In addition to the 
above-listed activities, SIDs would also be able to: Underwrite asset-backed securi- 
ties, including those backed b^ credit card receivables and 1-4 family residential 
mor^ages; and Efiect transactions in any security the Federal Reserve Board deter- 
mines to be a banking product. 

In its report language, the House Banking Committee said, "It is expected that 
most banks will conduct [securities] activities through a subsidiary or an affiliate 
that is registered with the Commission or through an arrangement with an unaffili- 
ated broker-dealer," but at the same time it allows banks to create a SID and it 

'If the bank ii afRliatad with an PSHC, private placement aetivltiM miut be conducted in 
a Mparately identiflsble department or diviiion. 

■irthe bank ii affiliated witfa an FSHC, it may not take advantaKc of the de minimis exemp- 
tion Tur 1,000 brokerage transactioni. 
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carves out ■ long list of exemptionB for traditioiial K^wUng activitiea,' Msentially 
eliminatiiig Qie need to form a Section 10 Affiliate. Indeed, the Act '■»pi"'<« this list 
to include new authority to underwrite and deal in municipal revenue omids.* 

It i9 contrary to sound public policy for the Act to create a rtructure for the affili- 
ation of banks and aecuntiea finns ttiat inclodea finwalls to sadE^piard the deposit 



a BM>aratel 

„ »r-dealer i , 

regulatory orsanization ("SRO"). At a minimum, the Act should n 
eomet in any new securitiea activities. In that r^jard, the Act shouia oe amenuea 
to delete the provision that makes municipal revenue bank-eligible securities. In ad- 
dition, the Act should also be amended to provide that once an FSHC establishes 
a SecticH) 10 AfSIiate, all securities activities—including transactions in bank-eligi- 
ble securities — should be ccmducted in the Sectiu) 10 Affiliate. 

In general, the Act provides for fiuictiimal rwilation of FSHC subadiariea— bank 
»fflliat<w are rcsulated by bank rmilators. and securities afBIiates are regulated by 
the SEC. The loopholes describea above fin* bank securities powers, however, ar« 
also loopholes in tne overall r^ulatoiy sdieme that result in difluing levals of ovnv 
sight, Bupwvision, and investor protection depending on what enti^ is "^^"8 in 
the securities activity. SIA bdievea that securities activities by any entit^--De it a 
broker-dealer or a Mnk— require a regulatory system that fkindamentally sHossua 
investor protection aiMi fair and effidant operation of securities markets. 

It is particularly troubling that the Act gives the banking regulators, and not tha 
SEC, authority to adopt "standards," rather than rules, to govern exempt bank secu- 
rities activities. Elecause the Act does not req|uire these standards to mirror SEC 
niks and rwulations, investors who buy sscunties finm a bank will not rsceive the 
same level (» investor protection as those vAm buy securitiaa from an SEC-r^ulated 
firm. We believe the SECs statutwy frameworii, eqwrtise, end examination and en- 
forcement procedures are best desiimed to oversee securities activities to ensure a 
strong ai>d fair rsgiUatory scheme. 11m SEC and self regulatwy organisations have 
developed an extensive body of rules and reeulations-^ndudinB customer protection 
rules, du^ to supervise employees, suitability standards, ana SIPC insurance for 
brokerage accounts— that are specifically desipied to pnrtect invsstors. SEC net cap- 
ital requirements are also designed to protect investors, and are not a cushion to 
guard against losses in a federal insurance fund. Since securities activities are not 
backed or covered by federal deposit insurance, there is no sound public policy rea- 
son to oumpt so many bank securities activities from SEC relation.* 
2. fwo-Way Street 

SIA is also concerned that the Act does not achieve a fiill "two-wa^ street" because 
it places arbitrary limits on the aUli^ of securitiea Gnus to affiliate with banks. 
"me Act allows FSHCs to own both banks and securities affiliates. Banks, in gen- 
eral, must be well-capitalized, well-managed, and in compliance with the Commu- 
nity Reinvestment Act in order to affiliate with a secuntiee firm. These require- 
ments address the fundamental soundness of the bank end the risk that it will 
cause losses to the deposit insurance fimds. Securities firms that affiliate with 
banks, however, are subject to a number of restrictaons that have little to do with 
their financial condition. 

The Act permits a securities firm to affiliate with an insured bank if, in each of 
the past two years before the acquisition: 1. At least 60 percent t^ the firm's gross 
revenue was derived fi^m certain securities activities; and 2. Less than 10 percent 
of the firm's capital and surplus is devoted to insurance or other ikon-finandal ac- 
tivities. 



'It ii important to note that most oF these "^aditicnal banking activities' (wltli tfae exeeirtiofl 
of municipal revenue bonda) have been approved tnp the r«ulators over the veara; and ^ven 
the activist nature of the federal banking aiencieB, it is not likely they will icale back die etsr- 
expanding level and type of seeuiitie* activitief in which banka may anaaga even if the Act be- 
comes law. For eiample, in November 19M, tha OCC proposed revialaaB to their procedural 
rules which, if adopteil, would permit tlie OCC to authoriie operating subaidiariw of natiolial 
banks to engage in activities in urtiidi even thejMrent bank could not engage. See Rufet, Poli- 
cies, and Procedures for Corporate Activities, 69 Fed. Rag. 61034 (Nov. 29, 1994). 

'In addition to concerns about investor protection, banlu receive an unfair competitive advan- 
tage because their securities activities are not suMect to the same regulation as brolcer-dealen. 
Benit* already o[>erate with a subsidy implicit in Uie federal *af^ net Suttiecting them to leas 
extenaive regulation of their sacnirities activities provides them wim additional cost savings that 
gives them yet another advantage in the marketplace. 
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This proviaioii would eSectively prevent some "iiill Mrvice" securities finns from 
afBliating with an insured bank, because at least 50 percent of the firms' busineBs 
involved Insurance or other non-securities activitieB. To further complicate matters, 
it is not dear how the Act measures whether 'more than 60 percent of the business" 
of a securities firm involves securities activities. Is vacb a determination to be made 
1^ refer«ice to revenues, profits, or assets allocated to a particular business, or 
some other measure? 

The Act also limits the ability of a securitiet firm to continue engagingin non- 
financial activitieB alter affiliatins with a bank to circumstances when: 1. The Fed- 
eral Reserve Board has auth(«izea such "financial activities''; 2. The securities firm 
engaged in such activiliea through a subsidiary; 3. The securities firm acquired the 
shares of that subsidiai? at least two years prior to acquiring the bank; and 4. The 
securities firm's investment in those shares (as well as the shares of subsidiaries 
engaging in other activities not now permissible for a bank holding company) did 
not exceed 10 percent of the total consoUdsted capital and surplus m the securities 
firm. 

The Act would also require a securities firm to divest the shares of any companies 
engaging in non-financial activities (as determined by the Board) between 6 and 10 
years after the date of enactment, and would limit a securities firm to those non- 
WiiffM-ifl activities in which it engaged on the date it acquired the bank. 

The Act would generally prevent a securities firm &om acquiring an uninsured 
wholesale Bnandal institution and becominf; an investment bank holding company 
if more than 7.6 percent of its total risk-weightad assets are invested in shares of 
companies engagM in certain activitieB— such as insurance underwritiiUF— that Qie 
Board has not determined to be "financial in nature." As a result, an IBHC could 
not own shares of a subsidiary engaged in insurance underwriting activities if those 
activities exceed the 7.6 percent limit. 

We beUeve that a securities firm should be allowed to affiliate with commercial 
banlis or wholesale finandel institutions without requiring the securities firm to 
make substantial changes to its operations. The Act, however, would force securities 
firms to choose between expanding into banking, or continuing to engage in insur- 
ance and other non-financial activities. These pnivisions will compronuse the abili^ 
of U.S. firms to ctonpete successfully in the nobal marketplace. Financial services 
providere require the flexibility to form fiilly-diveraifled holding companies that can 
ofler a full array of financial woduets and services in order to maximue returns and 
lower funding costs. Rather uian the arbitrary business restrictions and divestiture 
requirements of the Act, we believe a more competitive and fair approach would be 
to permit securities firms to continue engaging in insurance and non-finandal ac- 
tivities without limits, and to impose prudential restrictions to prevent confiicts of 
interest and other inappropriate transactions with affiliated banks. 
3. Role of the Federal Reserve in the Regulation ofFSHCa 

Under the Act, FSHCs and their affiliates will be regulated under a system essen- 
tially designed for baitk holding companies that emphasizes tiie safe^ and sound- 
ness and minimization of risk to insured depository institutions. SIA believes this 
is an unnecessarily complicated and burdensome regulatoi^ structure, particularly 
for securities firms which have ^ically relied on market discipline to control risks. 
The Act gives the Federal Reserve Board, in its role as regulator of the holding com- 
[mn</, unprecedented authority over securities firms to: Restrict the permissible ac- 
tivities of Section 10 A£QliatM through the ability to define what activities are "fi- 
nancial in nature"; Sutyect new securities activities to prior notice procedures; Set 
eonst^dated capitaJ requirements for FSHCs, and possibly require higher capital fbr 
Section 10 Affiliates ttuui other securities firms; Restrict the activities of a Section 
10 Affiliate based on the undercapitalizstion or poor management of an affiliated 
bank; and Impose new examination and reporting requirements as part of consoli- 
dated holding company supervision. 

The Act somewhat limits the Board's authority over FSHCs that primarily control 
non-degMitory inBtitutions: 

"" "" ' " " ' ave to obtain formal approval by U 

. , in previously-approved flnandal ai 

The FSHC generally would not be suligect to minimum capital requirements fi 
holdingcompanies. 

Hie Board could exempt an FSHC fivm other reporting requirements of the Act, 
although the Board would have access to examination reports, audits, and other re- 
ports submitted to other agsndes. 

Thb F£91C and its non-depository affiliates would not be subject to Bosrd exam- 
ination unless the Bosrd deems an examination to be necessary because its oper- 
ations pose a material riak to an affiliated depository institution, it appeara to nave 



'Hie FSHC would not have to obtain formal approval by the Board before engaging 
de novo or by acquisition in previously-approved flnandal activities. 
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inaufBdent FMOurces to niMt required guMrftntees, or Um Board cannot otherwiM 
carry out ita remonaiUiitiM undo' the Act 

Tnew Ted-Ut«' provuionB apply only to FSHCa with bank asMts that amount 
to less then 10 percent of holding company asMts and le« than $6 biUion,* and do 
not address the issue of Board control over the activitiea of most Section 10 AfBU- 
ates. At a minimum, Qie Fed-Lite provisions should be expanded to include a p'eat- 
er number of FSHCs. 

In the interest of fiinctional regulation and streamlining regulatory burdens, SIA 
brieves the SEC should have sole regulatory authority over all Section 10 efSliates 
to Qie same extent it regulates securities firms that are not afBliated with banking 
omnizations. If there are legitimate rMulatory issues that arise with Section ID 
Affiliates, the SEC should be authorized (after consultation with the Board) to sdopt 
regulations concerning those issues, to require Section 10 AffiUates to disclose any 
appropriate information relevant to those concerns in their periodic reports, and to 
inqvect Section 10 Affiliates to determine compliance with regulatory and disclosure 
requirements. Of course, all SEC examination and supervisory documents will be 
shared witii the Board. And in instances when a bank affiliate becomes 
undercapitaliied, the Board should be reqmred to seek SGC approval before impos- 
ing restrictionB on a Section 10 Affiliate. This would reduce the Ukelihood that the 
Board would do more barm to the FSHC by restricting the activities of a healthy 
and profitable affiliate. 

The Board's oversight responsitHlity fco' s holding company that contains both 
banking and Section 10 Affiliates should be confined to: 

1. Enforcement of any restrictions on transactions between the insured bank and 
the other affiliates within the tiolding company. 

2. Ensuring that there is sufficient capital in the holding company to provide that 
it serves as a source of strength for the insured bank. 

We believe this would be the appropriate level of umbrella oversight to ensure 
that all holding company affiliates are operating within the rules without placing 
unnecessBiy regulatory burdens on securities firms. 
4. AffiliatKns of WhoUaaU/ Retail Banks 

The Act authorizes a new ^rpe of bank holding company called an "^vestment 
bank holding company" ("IBHC'^ under which all depository institutions held by an 
IBHC must be uninsured state-chartered banks. Wholesale financial institutions 
would have access to the payment system and the discount window, but because 
they would not be able to accept retail deposits, they would not afiect the deposit 
insurance system. Accordingly, an IBHC or its affiliates that engaged in securities 
activities would have no access to deposits or the credit power of a federally insured 
bank. SIA strongly supports the non-federally insured bank approach because it pro- 
vides the necessary synergies without putting federally insured deposits at risk or 
allowing federal deposit insurance to create an unfair competitive advantage over 
firms which cannot be (or choose not to be) affiliated with a federally insured com- 
mercial bank. 

Howevo-, the Act prohibits a holding company from owning both a wholesale un- 
insured bank and an insured depository institution. Firms that have both an insti- 
tutional and a retail customer base should not be put at a competitive disadvantage 
to other financial services providers. We believe there is no public policy resson to 
prevent affiliations between wholesale and retail depository institutions, since such 
an affiliation would not put the deposit insurance flmds at risk. 

CONCLUSION 

In conclusion, Mr. Chairman, SIA believes it is time to restructure the financial 
services system, and supports Congressionsl efibrts to move the process (inward. 
H.R. 1062, as reported by the House Banking Committee, however, essentisUy takes 
the existing regulatory system and adds several new layers of overlv complint, bur- 
densome, and costly r^ulation. This is not modernisation, it is cocOficsbon of the 
status quo. We must design a r^ulatory structure that wUl not fade into obsoles- 
cence the minute financial services providers create new products or services to 
meet the ever-changing needs of their customers. The freedom to innovste and 
change is essential to tnti U.S. securities industry and this bill, if it b not amended, 
{ilacea significant restrictions on that freedom without afibrding any greater protec- 
tion to investors. 

**Ped-Lit«" also applies tt 
ititution* asset* that amoui 
lis billion. 
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The legislation should be amended so that it provides for true flinetional r^fula- 
tion of all securities activities, achieves a flill two-miv street to allow all securities 
firms to afDliate with banks, reduces the role of the Federal Reserve Board in regu- 
lating securitiss affiliates, and allows affiliations betwerai retail and wholesale fi- 
nancial institutions. Unless these changes are made, H.R. 1062 will not promote 
competition, increase consumer chtdces, or strengthen the position of U.S. nnandal 
services firms in the global market place. 8IA looks forward to working with the 
Commerce Ccmunittee on this very important issue, and will be happy to assist in 
your efibrts to make the changes to H.R. 1062 suggested in my testimony. 

Mr. Stearns [presiding]. Thank you. 
Mr. Jones. 

STATEMENT OF R. SCOTT JONES 

Mr. Jones. Mr. Chairman, thank you for inviting me to partici- 
pate in these important hearings on the structural reform of the fi- 
nancifd services industry today. As a bsmker, I can tell you that 
competing successfully in today's market, while constrained by our 
out-of-date regulatory framework, is getting more and more dif- 
ficult every day. And as a community banker from Red Wing, Min- 
nesota, I can tell you that this is not just a big bank issue, as you 
have heard from our previous panel, ft is not an urban bank prob- 
lem as well. 

So my message this morning is really quite simple. I would like 
to, at the onset, make three primary points. First of all, the legal 
and regulatory structure of our financial system must be modern- 
ized. We believe that H.R. 1062 takes an important first step in es- 
tablishing a flexible framework for securities activities. 

The second point, allowing banks to provide securities and insur- 
ance products will benefit consumers. More financial services pro- 
viders means more competition. More competition leads to more 
choices for consumers and more choices inevitably leads to lower 
prices. 

The third point is that financial modernization must not be used 
to impose new restrictions on bank insurance authorities. The ABA 
will strongly oppose any bill that reduces the ability of banks to 
offer insurance products. 

As you know, Mr. Chairman, our financial markets have been 
transformed by a tidal wave of technological advances. While mar- 
kets change and the regulatory structure does not, distortions al- 
ways develop. The regulatory structure itself, and not the market- 
place, has determined which firms can supply which products. This 
IS not a healthy situation for financial services providers, but more 
importantly, not for their customers. 

In the short time that I have here this morning, I wouJd like to 
tell you how this situation affects my bank and my customers. 
About a decade ago, there was not much direct competition be- 
tween securities firms, insurance companies, and banks. Basically 
our markets were segmented. Now, however, my biggest competi- 
tors are not other banks and savings associations; my biggest com- 
petitors in Red Wing, Minnesota are firms like Merrill Lynch, Ed- 
ward D. Jones, IDS, and GMAC. 

I estimate in the past year, the past 12 months, that somewhere 
in the neighborhood of $15 million has flowed out of m^ bank into 
these nonbank competitors, and that means $1S million less for 
home mortgages, small business loans, farm loans, and other types 
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of credit available in Red Wing, and I can assure you that Red 
Wine, Minnesota, with a population of only 15,000 people, still 
thinks that $15 million is a lot of money. 

My point of this example, Mr. Chairman, is that financial serv- 
ices modernization and competitive equity are essential today if 
banks of all sizes can serve their customers and communities enec- 
tively. In recent times, Glass-Steagall has been viewed as really an 
anachronism in the technologically advanced and integrated finan- 
cial markets of the 1990's. 

Mr. Chairmfm, if my bank is to survive, I must be allowed to 
modernize to keep up with the competition, but most importantly, 
to keep up with tne needs of my customers. My bank has acted as 
a business and economic leader in Red Wing for over 120 years, but 
if I can't compete. Red Wing will lose an important source of local 
cajntal. 

There is a lot of controversy, as we have heard, over whether the 
bill should be broadened to include insurance. We believe that, ulti- 
mately, banking organizations must be allowed to offer alt types of 
financial services, including insurance. And I think as you know, 
the ABA has been willing to come to the table repeatedly in order 
to work out compromises in this regard. 

Our concern, however, is that this modernization effort may be 
used to restrict rather than enhance bank's involvement in the pro- 
vision of insurance products. Wouldn't it be a cruel irony to see a 
bill that is supposed to modernize the banking system and banking 
law in effect be turned into a vehicle to protect certain groups from 
competition? That simply is not right. 

Wnile ABA strongly supports modernization, and, therefore, H.R. 
1062, we will oppose any bill that restricts the ability of bsmks to 
compete. We simply cannot afford to go backwards. 

Mr. Chairman, a discussion of some of the specific issues relative 
to questions asked in your invitation letter are included in my writ- 
ten testimony and in the appendix. I look forward to working with 
the committee and answering any questions that you may have. 

[The prepfired statement of R. Scott Jones follows:] 

Prepared Statement of R. Scott Jones, on BEKAif of The American Bankers 
Association 

Mr. Chairmen and members of the SubcommitteeB, I am Scott Jones and I am 
Chairman of the Board and CEO of Goodhue Coun^ National Bank in Red Wing, 
Minnewta. I serve on the Board of Directors of the American Bankers Association 
and am Vice Chairman of ABA'a Government Relations Council. The ABA ia the 
only national trade and professional aaaociation serving the entire banking commu- 
nity, from small conununiW banks to large bank holding companies. ABA members 
represent approxiinatel; 90 percent of the commercial bankine industry's total as- 
sets, and about 94 percent of ABA members are communis banks with assets of 
less than $600 million, 

I am pleased to be here this morning to present the views of the American Bank- 
ers Association ("ABA") on the need to move forward on modernizing the structure 
of our financial system. The issue of modernization — including bank involvement in 
securities, insurance and other financial services — has been the subject of debate for 
many years. Althou|^ Congress has not yet acted, the marketplace has not stood 
stm. In fact, the financial services industry has undei^ne some very dramatic and 
fundamental changes over the past decade. The traditional distinctions between the 
financial products supplied by nanks, securities firms and insurance companies no 
longer exist It is time to remove the structural roadblocks to financial modemiza- 
tdon, and allow free and foir competition among financial service firms. 

In my statement today, I would like to make three key ptints: 



d by Google 



233 

• There Is e erttical need to modernize our flnanelal ayetem. H.R. 1062 takes 

an important step toward achievins financial modernization by eatablishinf^ a 
framework that would permit banks to enga^ in certain aecuritieB activities 
and would allow banking organizationB to affiliate with seeuritiea firms. 

• Conmunera will benent from bank ^rovirion of •ecurltiee and Inauranoe 

products. More financial service providers means more competition — and more 
competition means more choices and lower prices for consumers. There is con- 
siderable evidence that bank involvement in both securitieB and insurance has 
been good for consumers. Any limitation or roll-back of existing authorities 
would not be in consumers' best interest. 

• Under no eireumatencea should the financial modernization effort be 

ueed to Impoee new restrlctiona on existing bank insurance authorltiea. 
ABA will strongly oppose any bill that reduces the ability of banks to offer in- 
surance or securities products and services. 

In the remainder of my statement, 1 would like to discuss: first, our views on the 
need for financial modernization; second, our support for the Glass-SteamU reforms 
embodied in H.R. 1062; and third, our support for insurance authorities Tor banking 
institutions and our strong opposition to any efibrts to impose new r^trictions on 
bulk insurance authorities. A discussion of some specific bill-related issues, includ- 
ing the questions raised in your letter of invitation, is presented in an Appendix to 
tluB statement. 
Financial Marketi Need Modenuzation 

The financial services industry is in the midst of a sea change. Revolutionaty im- 
provements in technology and escalating competition are redefining the financial 
services businesB. Today, my customers have the. option to write a check on a money 
market fimd to pay their bills; they can have a credit card issued by AT&T; and 
they can get a home mortgage fnaa General Motors. And the list of non-traditional 
BU^iliers of finanoal services competing for my customers gets longer evet^ day, 

¥oT example, just a few weeks ago, the American Automobile Association— a na- 
tional car club— announced its intuition to form a financial services company that 
will own an FDIC-insured banking institution. They intend to offer personal credit 
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is the largest single seller of American Express travelers checks ($2.5 billion a 
ally). 

In this dynamic market, the abilitv to quickly and efficiently respond to changing 
customer needs is critical. Successfiii firms must be fiexible. innovative, and able to 
offer a broad range of financial services. As a banker, I can tell you that finding 
ways to compete successfully in today's market without running into the out-dated 
regulatory framework is no easy task — and it is absorbing a considerable amount 

^r ^ — — J ^^^ of large and small banks across the countrv. And as 

an tell vou that all banks need modernization. Red ^^ng, 
n, and tnousands of other smaller communities, are not iso- 

_„ Q the financial services industry. Non-bank financial firms 

_e competing for my customers t»vry day. 

Because non-bank providers of financial services do not operate under the same 
constraints as banks, affiliations between s^urities firms, insurance companieB, and 
real estate brokerage firms are common. Insurance firms such as Prudential, John 
Hancock, Travelers and Transamerica offer everything fi^m consumer and commer- 
cial loans to credit cards to securities in addition to insurance. Many of these "secu- 
rities" and "insurance" firms also own FDIC-insured savings institutions or so-called 
'^n-bank" banks. As Table 1 clearly shows, in today's market, the line between 
banking firms and other financial firms exists only in theory — in practice, it has 
been overrun by market forces. 

TaMe 1— FINANCIAL ACTIVITIES OF SELICTED NON-BANK FIRIilS 
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TaUe 1— FHMCUL WnvmES OF SEliCIED MM-BMK 
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For example, look at the breadth and depth of the finandal activities of the lai^- 
eat ■ecuritias firm in the country, Hvrill Ljnch (total niwntn of $163 UUiod): 
■ Merrill I^nch owns Merrill Lynch Bank and Tnut Ckanpany, an n)IC-Jiwui«d 
bank with )1.7 billion in asaets— larger than 97 percent of the banka in the 
country. Merrill Lynch offers FDIC-insiired depoats; a om^ete range of aecuri- 
tiea services including underwriting and bnwerage; options, conunodtties, and 
financial fiitures contracts; money maricet funds anJd mutual fimd^ cash man- 
agement services for both bustnesses and consumers; retirement account man- 
agement ddrit'credit cards; retail and corporate lending; and underwriting and 
sales of lite insuraiKe and annuities. In 1993. Merrill Lyndi had an undennit- 
ing volume of $193 billion; held private client assets of $636 Ullion; originatod 
about $1.6 billion in mortgages; made about $1.6 billion in home equi^ loans; 
held more retirranent plan assetn than the top 140 commercial banks combined; 
had more than 400,000 small busineas accounts with over $106 bilUon in assets 
and $960 miUion in loan commitments to small and mid-sized businessn. Re- 
cently, Merrill Lynch launched a direct lending program for their large coi^ 
porate customns, allowing them to provide their corpo r ate clients with a fiill 
menu of funding options ranging from equities to a variety of kog- and short- 
term debt instruments. 
Under the current regulatory regime, it is no surprise that banks have lost tradi- 
tional maritet share to other financial services providers. In fact, while the assets 
banks' hold have increased, banks' maricet share of total assets held has &llen 
st«adily over the past two decades, &om about 40 percent in 1973 to 25 percent in 
1994 (see Chart 1). Moreover, the aian of total credit extended l^ banks has also 
fallen, from 39.2 percent in 1980 to 32.6 percent in 1994. In contnst, the share of 
credit extended by insurance companies grew fitm 16.8 percent in 1980 to 20.6 per- 
cent in 1994. 
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The bottom line is that banking organizations should have the option to entar 
other tines of financial business — including securities and insurance. Whetlier they 
do so or not is a business judgment that each individual institution should be free 
to make. It simply makes no sense to create a system that limits free and fair com- 
petition. To do so means that customers will not De as well served. 

Bankers are not alone in supporting financial rofbnn. The Administration, the 
Federal Reserve and the bank regulators have all testified to the need for mod- 
ernization and a return to market driven, competitive markets. 

We must design a finantdaJ framework that: aUows banks and banking cn-ganiza- 
tiona to offer a broader array of products and services, and promotes &«e and foir 
competition among difierent sizes and types of firms; is flexible enough to adjust to 
changing customer demands, market conditions ami technological advances; pro- 
vides adequate protectiona to ensure the safb^ and MundneM u the system without 
adding unnecesssiy costs: and provides consistent regulation b]^ function, treating 
all financial service providers equally regardless of structural entity. 

It is noteworthy that this fiwnework, which has been ABA's long-held position, 
is remarkably similar to the principles for reform contained in a May 23rd letter 
to Chairman Bliley signed by the American Financial Services Association, the Fi- 
nancial Services Council, the Investment Company Institute, and the Securities In- 
dustry Association. ABA is committed to work with the Congresa. the Adminisba- 
tion, the regulators, and other financial services providers to achieve modernization. 

ABA beUeves that H.R. 1062 is consistent wiui the spirit of this framework and 
will form a solid base upon which to build. It provides a framework for ofiiering 
bankmg, securities, and other financial services. If it is felt appropriate to broaden 
the bUl to deal with the insurance issue, ABA will be very wiiung to participate in 
that effort. We remain very concerned, however, about efforts to restrict or severely 
limit bank involvement in the provision of insurance products. While ABA atrongly 
aupporta modernization, we witl strongly oppose any bill which redwxa the abiXity 
of banks to compete. Banks can aimpXy not afford to go backwards. It would be a 
cruel irony to see a bill that is supposed to modernize banking law and increase 
competition turned into a vehicle to protect certain groups from competition. 
The Bene/ita of Glasa-SteagaU Reform 

Let me now turn to securities services. The growing integration of financial mar- 
kets ofEers many opportunities to imitrove the efSciency of production and delivery 
of financial services, all of which will benefit consumers and the economy as a 
whole. Bemoving Glass-Steagall restrictions and allowing banks of all sizes to offer 
securities services would certainly help banks provide more and better products to 
a wide range of their eustomen— including consumers, state and local governments, 
and businesses. 



State and local taxpavers would realize significant cost savings if banks it 
lowed to underwrite ana deal in municipal revenue bonds, as provided in H.B 
Increased competition in the municipal market would reduce costs for all ii 



and would offer small municipalities an important option for financing needed com- 
munity infi-astructure improvements. Local banks already provide a wide range of 
financial services to their communities — they dearly have the knowledge and the 
expertise necessary to underwrite revenue bonds. But Glass-Steagall Drombita them 
frinn performing this service, resulting in less competitive muniapal Dond markets, 
and leaving many small communities with fewer financial choices. 

Allowing banking organizations to underwrite corporate debt and equities would 
provide similar benefits to businesses. More underwriters means more competition — 
and more competition means more choices and lower prices. Corporate securities un- 
derwriting markets are today quite concentrated — the five largest underwriters of 
corporate debt control about 66 percent of the market, and the five largest under- 
writers of common stock account for half the market. 

In manjr cases, smaller businesses do not have the same access to securities serv- 
ices that is available to larger businesses. Sumlariy, customers in less populated 
areas do not have access to securities services that is available to businesses in met- 
ropolitan areas. Because of their local presence, banking organizations aro likely to 
extend the reach of securities markets to small and r^onal businesses for whom 
such financing options may not now be available. Building on existing relationships 
with their business customers, banking institutions could extend underwriting and 
market-making services to small and mid-sized businesses, giving them access to 
cajntal marketa. Since lack of access to capital is among the most serious problems 
facing manv businesses large and small, participation in corporate debt and equi^ 
mariwts is likely to be particulariy beneficial. 

As I mentioned at the outset of my statement, 94 percent of ABA's members are 
community banks, and any Glasa-Steagall reform bill must carefblly consider their 
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needi. While community banks may not want to underwrite, they baMy need the 
flexibility to offer retail sscuritiea servicea in a regulatoiy sbucture that is compat- 
ible with how they do buainesB. Today, when a cuBtomer withdraws funds from a 
bank and places those funds with a seeuritlee firm, the bank not only loses the 
funds, but may also lose the customer. That communis bank may never have the 
opportuni^ to work with that customer again, to put hu or her funds back into the 



^ _ you an example from my market. In 1990, 1 saw literally hundreds 

of thouBanda of dollarB in deposits leave our bank as nutomerB saw the need for 
annuity products in their investment portfolios. Our bank petitioned the federal reg- 
ulatory authorities to be able to sell this product — end aa a result, customers can 
now buy annuity products from their local bank, from people the^ know and trust 

Today, we are in much the same position with regard to securities firms. We esti- 
mate that some $16,000,000 of dqtosits flowed out of the bank hist year to Merrill 
Lynch, Edward D. Jones, IDS and othera. That means $15,000,000 less tn fUnds 
available to make home mcnteaRes, small business loans and farm loans — and in a 
town of 16,000 people, $1&,000,000 u a lot of money. 
Glass-Steagall Reform and International Competitioeneaa 

As technolo^ pulls markets around the world closer together, comp«tition from 
foreign financial institutionB in both ^obal and domestic markets is intensi^ng. 
International competitive pressures have sparked a wave of regulatory refbrms in 
other industrialized countries, giving foreign financial maAets and institutions a 
head start in developing innovative eervieee to meet the needi of the (bture. The 
greater tJieir head start, the harder it will be for our institutions to catdi up. 

Losins otu* competitive edge in international financial markets has eerious impli- 
cations Tor the U.S. econoimr. The affects go beyond jobs and predudavitgr in the fi- 
nancial sectoiv4oBing our financial leadership will nave an impact mi the competi- 
tiveneas and market share of other U.S. industiies as well, specially export-ni- 
ented industries. It is sometimes argued that money owes no national allMiiance 
and that U.S. firms will have the same access to credit whether they are dealing 
with U.S. banks or foreign banks. However, we live in an imperfect worid and the 
market does not alwavs operate according to text book prindptes. Many gov^n- 
ments look upon their bonks as an JntegraTpart of their ttmg-term export promotion 
strategy. The US, will face on up-hill battle to remain a leading player in the ^obal 
economy if it's banks are being swept aside in the competitive arena. 
Glaaa-SteagaU Rettrictiona on Bank Securities Activitiee Are Unneceaaary 

The historical importance of Glass-SteaKall restrictions is shrouded in Iwend and 
myth. The truth is that the Glaas-Steagal] provisions were only one smaO part of 
the govemmenf B overaU response to risk in the financial system in 1933. A closer 
look shows that Glass-Steagall was not crudal to the government program address- 
ing problems in the securiBes and banking industries in 1933, nor is it necessai? 
today. 

The Banking Act of 1933, the Securities Act of 1933, and the Securities Exchange 
Act of 1934 were the basic government responses to the crises in the stock market 
and the banking system. The most important provisions of the Banki^ Act of 1933 
included the creation of the Federal Deposit Insurance Corp<»«tion (PDIC); the cre- 
ation of the statutory basis for the Federal Beserve Open Maritet Committee; in- 
creased minimum capital for national and member banks: restrictions on extensions 
of credit by member banks to their af^ates (Sec. 23A of the Federal Reserve Act); 
and restrictionB on the use of the credit facilities of the Federal Reserve fbr purposes 
of speculatinK in securities and real estate. 

The Secunties Aa of 1933 and the Securities Exchai^ Act of 1934 made fun- 
damental changes in the supervision of puUic ctferings ofsecurities and the r^ula- 
tion of securities markets. Those laws established the SEC; required federal r^ula- 
tion of pubUc offormgs of securities; prohibited fraudulent, manipulative or decep- 
tive practices; required federal registration of broker-dealers; and mandated a host 
of other protections to the public from unscrupulous market participantB. 

These changes to the bankine and securities laws served to stabilize financial 
markets in the 1930b and are ue basis for today's regulation of the banking and 
securitieB business. 

In comparison, the Glass-Steagall provisions were not crucial to restoring stability 
to the financial markets in the 1930s because the activities the^ addressed were not 
the cause of either the stock market collapse or the collapse of the banking system 
in the 1930s. 

A closer look at the facts dhows that there is no truth to the myths about the 
importance of Glass-Steagall. 
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• Securitwa activities of commercial banks and their afSliates were not a significant 

cause of the collapse of the banking system in the 19308. There is no credible 
evidence, even in the heailnga that were held at that time, that banks with se- 
curities affiliates foiled because of the activities of those securitiea afSliatea. In 
fact, banks with securities affiHatja survived the difficult times of that period 
better than those without such affiliates. The overwhelming number of banks 
which failed were small rural banks that did not underwrite securities. 

• Ilie (Sass-Steagall provisions in the Banking Act of 1933 were addsd because 

Senator Glass beheved in a bankins doctrine which is now irrelevant. Senator 
Glass believed that the only safe function of commercial banks was to make 
short-term, self-liquidatinK loans to support commercial firms in commercial 
transadjons — the real buls doctrine." Adherii^ to this belief, Senator Glass 
viewed loans to brokers as unproductive, and he attempted a number of times 
to pass leeislation to make it difficult for banks to provide such credit. He suc- 
ceeded only when hearings in Ckmgress produced evidence which (in the drsma 
of the times) was sensationalized and produced an atmosphere conducive to pas- 
sage. "Hie real bills doctrine has since been discredited, and certainly can not 
be used to defisnd Glass-Steagall in tody's worid. 

• Even the Glass-Steagall Act does not mandate a total separation of commercial 

and invesbnent banking. A common error is to describe the Glass-Steagall Act 



, y wrong. CHass-Stasgall explicitly allows banks to underwrite and/ 
_r deal in securities such as Trrasuries and general obligation bonds. (At the 
time Glass-Steagall was passed, municipal revenue bonds basically did not 
exist, BO these instruments w«« not addressed in the legislstion: otherwise, 
banks certainly would have been permitted to underwrite them.) In recent 
years, courts have also held that Glass-Steagall does not prohibit banks or their 
affiliates from engB|[ing in retail securities brokerage ana a significant range of 
securities underwriting activities. 
Safety and Soundneaa Coruidemtiona 

There an several key points related to safety and soundness; History has shown 
that bank involvement in other financial services, including securitiea, lowers the 
risk profile of banking institutiona; A sound banking syst^ must be allowed te. 
change vrith changing financial markets. The greatest risk to safely and soundness 
is to confine institutions to compete under out-of-date laws, unable to offer consum- 
ers new and innovative products; There are already strong safeguards in place; and 
It makes no sense to allow new authorities while at the same time making them 
uneconomical to provide hy imposing regulatory restrictiona. 

Let me elaborate on these points. First. U.S. banks are currently allowed to un- 
derwrite certain securities within the bank, and recently some banking organiza- 
tions have been authorized to conduct broad securitioB activities through noldins 
company affiliates (so-called Section 20 subsidiaries}. Forei^ banks have engaged 
in seciuities and insurance activities for years, and many U.S. banking companies 
have securities operations overseas. There is no evidence that any of these activities 
is inherently riuier than traditional banking activities, nor that the combination of 
banking with these other finandal activities raises the risk profile of the banking 
organization. In Cftct, there is good reason to believe that diversification of activities 
m«r actually contribute to greater depository institution stability. 

Second, as I mentioned earlier, it has been widely documented that traditional 
banking is steadily losing market share. It is noteworthy that banking organiza- 
tions' stock continues to sell at price/earnings ratios significantly below market 
norms despite the industry's recent record earnings. In other words, the market per- 
ceives banking as an industry whose earnings potential is severely handicapped by 
out-dated lawa and excessive regulation. In the long-run, an industry which is un- 
able to compete can not truly be strong and sound, and can not support economic 
growth. Doing nothing to modernize our banking laws poses the greatest risk to 
safety and soundness. 

Third, there are extensive regulations already in place to protect against any po- 
tential problems that may arise between an insured depository and an afGliated en- 
tity. Over the past fifty years, a highly sophisticated regulatory regime has been de- 
veloped to govern the activities oi banks, bank holding companies, and securities 
firms. These include Sections 23A and 23B of the Federal Reserve Act and Section 
106(b) of the Bank Holding Company Act Amendments of 1970 which deal specifi- 
cally with transactions between a bwik and ite affiliates, plus extensive prudential 
regulations imposed on both banks oiad securities firms. 
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ital and surplus (20 percent of capital and aureus for all affiliates), and requires 
that all transactions oe fiilly secured and consistent witii safe and sound banking 
practices. Section 23B requires that all transactions, including punhasee and sales 
of sssets, between a bank and its affiliate be "arms length'; uat is, that the terms 
and conditions of the transaction must reflect prevailing^ market conditions. The re- 
strictions in Sections 23A and 23B reach transactions with third parties that would 
benefit a bank's affiliate. Taken together. Sections 23A and 23B insulate banks from 
their affiliates and effectivelj' restrict harmful loan and securities transactions be- 
tween banks and their affiliatee. 

Banks, like all other buainesaes, are subject to the anti-tying rules of the antibuat 
laws. But baiiks are also auligect to a special, much more restrictive law. Section 
106(b) of the Bank Holding Company Act Amendments of 1970 eliminates any possi- 
bility that banks and their afSliates mi^t enter into improper "i^in^ arrange- 
ments. Section 106(b) makes it illegal for banks to condition the availability of one 
service on the purchase of another, even thousii the bank may not have any Market 
power" over the service. In feet, section 106(b) ia so tif^t that it has severely re- 
stricted the competitiveness of banking oijganizations in some cases. 

In addition to these regulatory resmctuns dnsiing spedficaUjr with inter-affiliate 
transactions, there is also a whole body of banking and securities laws and regula- 
tions which deal with prudential operation of covmm institutions. For example, the 
banking industry is suliject to a comprehensive network of stete and federal regula- 
tions dealing with capital adequacy and safe and sound operating proradures, exten- 
sive reporting requirements, and thorough examination and supervision. FDICIA 
gave the FDIC authority to impoee additional bank capital requirements for non- 
traditional activities if such action is necesBSry. The Securities Exchange Commis- 
sion and the self-regulatory agencies, such as uie National Association of Securities 
Dealers, impose a series ot financial adequacy regulations, conduct standards, and 
reporting and examination reouirements on securities firms. 

Fourtn, so-called firewalls tnat prevent banking institutions &om competing effec- 
tively will undermine the very purpose of modernization. As previously noted, manv 
companies, including some ot toe largest in the country, already offer virtually all 
financial servicea — including traditional banking services — basically without any 
firewalls. It is these companies that banking oreaniiations must compete with on 
a daily basis. Often, calls for firewalls by some of banking's competitors are nothing 
more than calls for protection &om competition. 

ABA bdieves that H.R. 1062 makes an important contribution b]^ providing a 
fiexible fi'amework that will be responsive to uianging market conditions. Without 
such flexibility for regulatory changes, the banking industry may find itself locked 
in by re«ulatoiy restnctions that undermine bank competitiveness for years, even 
if virtually everyone a^jreea that the particular restrictiona should be moidified. His- 
to^ shows us that havmg to come back to Congress for fine-tuning is just not vrark- 
able. ABA pledges to work with the Commerce Committee to fine-tune 4he fi-ame- 
work in H.R. 1062 to meet Members' concerns. 
ABA Will Oppose New Anti-Competitive Restriction on Bank Insurance Activities 

While we support the Glass-Steogall reforms contained in H.R. 1062, we do be- 
Ueve that ultimately we must move to a more comprehensive financial structure, 
and we are willing to work with the Commerce Committee, the Bankiiu Committee 
and others toward that end. Banking ontanizationa (and other financial service pro- 
viders) should be allowed to offer ail financial services, including insurance, in a 
Qe:dble firamework with functional regulation. 

The ABA position has long been tnat such a comprehensive structure should be 
based on the following principles; 

• A bank should be allowed to affiliate with an insurance underwriter in a structure 

where each entity is fiuictionally regulated — the bank by the banking regulators 
and the insurance company by state insurance commissioners — under non- 
discriminatory rules. 

• Banks should be able to directly enga^ in the low-risk, fee income activities of 

insurance agency and brokerage, again sut^ect to nondiscriminatory state regu- 

• Banks and their insurance subsidiaries and affiliates should be able to freely mar- 

ket and advertise all of their products to their joint customer bases because 
consumer choice means nothing unless consumers are aware of their choices. 

• Insurance agents who enter into business relationships with banks should have 

the option of having a physical presence on bank premises; but we have no ob- 
jection to reasonable ruies, like the ones we already comply with, to assure that 
consumers understand the difference between insured bami deposits and insur- 
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ance products and services, and te eliminate any poBsibili^ of coercion where 
insurance is raquir«d in connection with a loan. 

The structure above would provide banks with the same competitive freedoms 
that are already enjoyed by savings and loans, credit unions, inmu-anee companies, 
and other nonbank financial competiton, and we are willine to do it under a regu- 
latory framework which frankly imposes more burdens ana duties on us than our 
competitors encounter now. 

Bankers simply cannot understand why they are ainfjled out for diecriminatoi^ 
treatment in the sale of insurance while all other creditors — including those witn 
federal deposit insurance — can sell insurance without any of the restrictions im- 
posed on banks. Why should a $100 million national bank not be permitted to sell 
insurance, while others in the same town — including, for example, a £200 million 
ra«dit union, a $500 million S&L. a multi-billion dollar finance company, a subsidi- 
ary of General Motors, Ford or Chi^er, and a Farm Credit System Bank— can sell 
insurance products without restrictions? In Red Wins, my baiik competes with two 
credit unions, a farm credit bank, an IDS office, and a GMAC office, all of which 
can sell insurance without restrictions. 
Consumer Benefita ofBarik Inauranoe Activities 

Today, nearly half of the U.S. population resideB in states and locales where 



.0 Virginia and Delaware. To the extent that a separation of banking from insur- 
ance ever existed, it is quickly and properly being swept into the dust bin of history 
by marketplace developments. 
Many consumer groups recognize that there are significant benefits to be gained 



convenient service, and better p . . , . 

reach out to a broader spectrum of consumers, making insurance producte accessible 
to more people. 

A recent survey released by Prophet Market Research, a financial consulting and 
testing service in San Franasco, wiows some significant problems in the insurance 
indusby regarding the information given to potential buyers of annuities and mu- 
tual funds--^or example, 27 percent of proapects were not told about sales charges 
associated with specific products and 48 percent were not told about the product's 
operatiiu eiqienses and mana^iement Eeea. The survey also found that 40 percent of 
agents did not inquire about mcome levels of the prospect and 68 percent did not 
ask about a prospect's tax bracket, even though roost were pitched annuities or 
other "tax-advantaged" investment products. 'Twenty-five percent of agents did a 
peor job inquiring about a prospect's investment history, assets, investment objec- 
tives and risk tolerance. 

A study done for the Consumer Federation of America <CFA) found that the 
present life insurance systom imposes excess annual costs on consumers, and that 
allowing banks to participate in insurance markets has the potential to save con- 
sumers $6 biUion to $10 billion per year in Ufe insurance sales alone. The CFA 
stiuW included a nationwide survey of insurance sales practices aitd found that 
"banks are more responsive to consumer requests for information" than captive or 
independent agents, llw study reported that ". . . every one of the [survey] compari- 
sons shows that bank's sellers of life insurance were more forthcoming with infor- 
mation than agents ... the pohdea sent by bank-based setters were much lower in 

Just a few weeks ago, in an April 6 letter to the Capitol Hill newspaper Roll Call, 
former Texas Insurance CommissioDsr Robert J. Hunter, now Director of Insurance 
for the CFA, refuted a misleading ad placed in the previous week by the Independ- 
ent Insurance Aaeata of America (llAA). The CFA letter stated: "Ever since CFA 
exhaustively studied the issue a decade ago, and in several studies since, we have 
believed that bank entry into insurance sales, with proper consumer protections as 
to tie-in sales and disdosurea, has the potential to save consumers bllbons of dollars 
every year. We have, as IIAA welt knows, characterized the entiy of banks into in- 
surance sales as a likely "boon' to consumers." 

Similarly, in Congressional testimony, the President of the National Insurance 
Consumer Organization, stated: "Banks are a logical source of insurance. Sales out- 
lets in banks would be convenient for consumers and should be extremely efficient 
pointa for sale. The incredible reaction of insurance agents against bank entry is 
due in the main to their inefficiency and hi^ cost." 

Consumer ^up support has been crucial to the enactment of bank insurance 
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the authorizing legislation. I would like to quote from teatimony preMoted by Jean 
Ann Fox. President of VCCC, before the Virginia Senate Commerce and Labor Com- 
mittee on Febnuu7 26, 1990: 

Virginia Citizens Consumer Council supports KB 336 to permit banks to 
sell insurance. We believe that this bill balances the need tor greater com- 
petition in the sale of insurance with ihe important goal of safeguarding 



offering financial services ... My insurance carrier ia offering to loan me 
mon^. My bank is offering to sell me insurance. This bill simply recognizes 
the trand to financial supermaikets. 

VCCC is actively involved in tiding to improve the competitiveness of the 
insurance market ... We look on HB 335 as one more measure to improve 
competition at the retail sales level by increasing the choices for consumers. 

In late 1990, the General Accounting Office (GAO), the ConeresB'a investigatory 
arm, released an extremelv comprehensive report discussing eJI the sahent policv 
issues raised by the sale of insurance by banks. This September 1990 study, '%ani 
Powers — Issues Relating to Banks SeUing Insurance", is the most exhaustive and 
weU researched third party study of this subject that we are aware of The GAO 
spent more than one year m its research and analysis. GAO consulted with grand- 
mthered bank holding companies, banking industry organizations, insurance a^nt 
and underwriter trade associationa, insurance compames, consumer organizattona, 
and academic and independent experts. 

The GAO study refitted virtually all the major arguments used by the insurance 
industry in protest against potential bank entry into insurance sales. The GAO 
study on bank provision of insurance found: real opportunities to reduce consumers' 
Goet of {lurchasing insurance; no significant safety and soundness risks; no consumer 
coercion problems which cannot be ameUorated through appropriate regulation and 
other safeguards; and no unfair or unique competitive advantage vis-a-vis other in- 
surance providers. 

In fact, the GAO conclusions reinforce all of the points the banking industry has 
raised over the years in its testimony on this suknect The GAO report continues a 
long string of impartial, third party studies wnich found substantial potential 
consumer benefits &om bank insurance sales and no strona; countervailing reasons 
to prohibit such activities. In fact, not surprisingly, the only studies we are aware 
of which have come up with contrary findings have been uose directly funded by 
the insurance industrv. 

Part of the reason banks can provide low-coat and efficient insurance services to 
consumers is because the network of banks and branches—almost 64,000 office loca- 
tions across the country — gives banks an ideal delivery system for retail insurance 
products. Bank expertise in administrative functions and data processli^ tedi- 
nologies will contribute Bignificantly to lower insurance costs. And the convenience 
of bank branches will make consumer access easier and more efficient. 

Banks can also provide an increase in overall service levels. This can be especially 
important for lower income households. Banks have relationships with nine out ot 
ten households with annual incomee of lese than fifteen thousand dollars. This mar- 
ket segment has not been well served historically by the insurance induatry— only 
seven percent of life policies insure individuals with incomes of less than ten thou- 
sand dollars. The modest, low-commission term life policy that is moat suitable for 
such an individual ia not a product which many inaurance agents will devote their 
marketing time to because of tiie high cost of individually prospecting customers; 
however, such products can be distributed very efficiently through bamu — witness 
the great success of savings bank life insurance in the Northeast. 

Bulks also can enhance the overall availability of good product and cost informa- 
tion, aa waa demonstrated by the Consumer Federation of America study mentioned 
above. Consumers will not only save money by selecting the product best suited to 
their needs, but their broader knowledge of available products, aupphers and prices 
is a strong antidote to anti-comj>etitive market practices. 

In light of thia evidence, it simply makes no sense to restrict in any way banking 
organizationB' involvement in insurance. 
The Myth of Bank Coercion 

The principal charge heard over and over a^ain from the insurance lobby in oppo- 
sition to bank involvement in insurance activities ia that banks will supposedly use 
their market power as lenders to coerce customers into purchasing insurance prod- 
ticts and services which they do not want as e precondition of obtaining a loan. But 
despite continuing charges of coercion by insurance agents, none of the many studiea 
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of bank inauranoe activiliea — ineUtding thote oondueted by tht Federal Reeeme 
Board, General Aeoountin0 Office and coneumer groups — have /bund evidence of sig- 
nificant ooercwe tying acttvittea by banks selling msuranee. 

The coerdoD UKumenta made against banks Belling insurance apply equally to all 
other credit grantors who oBer combinations of insurance and lenmng' Inia includes 
savings and loans, credit unions, mortgage ccnnpanies, finance companies, and in- 
surance companies themselves. Yet, ft is only commercial banks that have signifi- 
cant restrictions on their ability to sell insurance. As previously stated, it is vei^ 
hard for our industry to understand why it is alright for all these other ^pes of 
firms to sell insurance and moke loans, but it is somehow not alright for commercial 
banks. 

If there are concerns about the linkage of providing credit and selling insurance, 
and we believe such concerns are basically unfounded, then these should be dealt 



Consumer Protections 

The ABA recognizes that certain protectiona may be necessary to ensure that con- 
sumers are flillv informed about the products Qiey purchase. By and large, these 
protections, at least for the banking industry, already exist For example, Section 
106 of the Bank Holding Company Act Amendments of 1970 (12 U.S.C. 1972) pre- 
vents consumers &om being reouired to purchase other corporate products as a con- 
dition of obtaining a bank product Such illegal 'iie-ins" would subject violators to 
substantial damages. 

Banks take great pains to assure that consumers fiilly understand the difference 
between federally insured deposit products and non-deposit investment products, 
both to maintain good customer relationshipB and, quite frankly, to protect them- 
selves against being sued if an investment declines in value. Over the last two 
years, banks' efforts to increase consumer disclosure and levels of understanding 
have grown dramatically. In addition to extensive voluntaiy efforts by ABA and 
other Bank trade associations, bank sales of annuities and other non-deposit invest- 
ment products are subject to a Febmary 1994 Interagency Statement issued by all 
the federal banking r^ulators. Tlua Statement contains explicit requirements and 
guidelines, enforced during the examination process, for pbysically separate insur- 
*~ '-* 1, Buital^t^ standards, adverbsing and disclosure, staff training and 



disclosures, piuHeulariy that an annuity or other investment product purchased 
fivm a bank is not FDlC-insured and has investment risk, including possible loss 
of principal. H.R. 1062 writes many of these guidelines into law. 

Finally, we believe it is important that Congress impose the same consumer pro- 
tection standards to all providers of similar fiiumdal services. Combining Prudential 
Insurance Company with an FDIC-insured bank raises the same issues as combin- 
ing Citicorp with an insurance underwriter. Anyone can own an S&L (and call it 
a bank) and sell insurance, securities, and other financial services in combination 
with a fMerally insured institution. Bank-like products are being offered by a host 
of "nonbank" institutions including insurance companies. Yet these companies are 
not sulqeet to the same types of regulator;^ concerns and administrative burdens 
that banks now face. This dual standard raises important consumer protection con- 
Hie banking indusby stands ready to work with legislators to construct appro- 
priate safeguards which would adequately address the consumer's need for protec- 
tion while not negating the consumer benefits of bank insurance sales. But these 
safeguards should be applied even-handedly to all financial services providers. 
Insurance Groups Are Seeking Protection From Competition 

ABA has no quarrel with the mal of assuring that evrayone involved in under- 
writing or selling insurance is subject to the same state insurance regulation. We 
do, however, oppose authority that could, and would, be used to prohibit some par- 
ticipants troia competing at all. While we do not believe there is a need for such 
federal legislation, we are willing to work with the Commerce Committee on desir- 
ing a fimctional regulatory approach that will assure that all rwulatlon is apphed 
equally without imposinK any limitation on who may sell or un^rwrita insurance. 
On Mav 22, ABA testified before the Subcommittee on Commerce, Trade and Haz- 
ardous iMaterials on the specifics of H.R 1317, detailing our concerns about the bill. 
In that statement we refuted the claims of insurance groups about the supposed 
benefits of the bill. I will not go into detail, as we did in the eariier testimony, but 
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• H.R. 1317 1> not nacowMy to get bank* to comply with itato zvgulatloii. 

Banks which partidpate in insurance already obtain state insurance licenses 
and comply with state rules. The real impact « the bill is to permit state insur- 
ance commissioners to use state laws to prevent, directly or indirectly, national 
banks from setting insurance. Let me emphasize that there is a fundamental 
difference between prohibiting competition and setting the rules under which ail 
partieipanta must compete. 

• HJL 1317 would rewrite the McCarren-Fergiuon Act and completely 

upeet the balance of federal and Mate Intereete. McCarran-Ferguson is a 
federal statute, not a state statute. Therefore, what constitutes "insurance" fbr 
purposes of the McCarran-Ferguson Act is a matter of federal, not state law. 
This question was discussed in the first VALIC case (SBC v. Variable Annuity 
Life Insurance Company of America, 369 U.S. 65 [1959]), where the court found 
that variable annuities were not 'insurance" in spite of state statutes to the 
contrary. Later, the Federal Court of Appeals for ttie Ninth Circuit found in 
U.S. V. Tide Insurance Rating Bureau of Arixoiux, Inc., 700 F.2d 1247 at 1250 
(1983) that 

.. .it is not dispositive that Arizona lew defines the "business of title itwur- 

ance' to include 'the performance by a tiUe insurer or title insurance uent 

of escrow services'. ..because the definition of 'business of insurance (br 

McCarran Act purposes is a matter of federal law. 

Thus the legal effect of H.R. 1317 is to alter one of the baaic tenets of the 

McCarran-Ferguson Act, that is, the abUity cf Congrsss and the federal courts 

to define what constitutes "insurance." 

• HJL 1317 would uiuloviliM Court declalona that have opened up the 

marketplace. The bill would subvert the Supreme Court's unanimous ruling 
in tiie recent VALIC case, thus opening up a new round of Utigatioa It would 
also lead to new state initiativeB to prohibit national bank sales of annuities. 

ABA has been discussing with Committee staff possible approaches to achieving 
the goals of H.R. 1317 in the context of permittirig uie affiliation of banks and insur- 
ance companies and agencies. While tne principle of functional regulation at the 
state level is clear, devising an approach which protects the legitimate state role 
while not permittiiig discrimination against banks is difficult because of the main 
diverse state and federal approaches to banking and insurance which have devel- 
oped over many decades. 

Again, ABA feels strongly that H.R. 1062 should not be turned into a vehide fi>r 
protectionism, and we wiU continue to work with the Committee to try to reach a 
satisfactoi; solution. We greatly appreciate the opportuni^ Chairman Bliley and his 
staff have given us to parddpate in these discussions. 
Conxiunom Competition, Not Protectionism 

Despite the significant consumer benefits of bank partidpation in both securities 
and insurance markets, some in the insurance industry are seeking to use the grow- 
ing momentum for financial modernization to add new restrictioiis on bank insur- 
ance activities. Such efforts are blatantly protectionist and anti-consumer, and we 
will strongly oppose them. 

We believe that the most beneficial public policy is one which promotes free and 
jair competition in the sale and distribution of finandal products, induding insur- 
ance ana investment products. It is clearly not in the public interest to protect cer- 
tain industries against competition from new market entrants. We ask j[ou to move 
forward to help build a competitive framework for financial service providers which 
will serve the needs of consumers. This new Congress has an historic opportuni^ 
to modernize the laws of the 1930b, which are totally out of date, and to create a 
framework for ofCsring finandal services that will work in the twenty-first century. 

Thank you for this opportunity to share our views. 



3 COHPANV ^TRUCTUItE 

^ _rganizations to underwri , 

equity securities and mutual fund shares. That actlvi^ must be conducted in a s> 
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tivitiu to be conducted in s bank Bubei^aiy. 

The ABA ia on record in supporting functional regulation. The ABA believes, how- 
ever, that banking organizations should be given man mum flexibility to stnicttuv 
their securities underwriting activities in a manner that best suits the needs of 
their particular organization and client base. While the ABA supports H.R. 1062 
and its requirement to house corporate d^t and equi^ underwriting in a bank 
holding company subsidiary, the ABA would prefer legislation that would permit 
bank subsidiaries also to have the option to underwrite coiporate debt and equity. 
Like the bank holding company subsidiary, the bank aubsidiaty would be subject 
to SBC j'urisdiction and any potential risks and perceived confiicta of interest associ- 
ated with securities underwriting could be addressed by putting adequate safe- 
guards In place. 

9BPARATBLY IDENTIFIABLE DIVISION OH DEPARTMENT ("SIDO') 

"Die ABA is in full support of those provisions of H.R. 1062 that recognize that 
it may, in certain circumstances, be appropriate to conduct certain securibes aetivi- 
tdes in a separately identifiable division or department ("SIDD") of the bank, rather 
than in a separate bank holding company subsidiary. In permitting (but not requir- 
ing) certain securities activities to be conducted in a SIDD, H.R. 1062 strikes a oal- 
ance between securities and banking. Specifically, H.R. 1062 would require securi- 
ties activities conducted in a SIDD to be regulated like all similar securities by the 
appropriate securities authorities. At the same time, H.R. 1062 recognizes that cer- 
tain securities activities cannot easily be divorced from traditional bcuiking activities 
offered in the bank. 

In this same connection, H.R 1062 recognizes that it is appropriate not to suliject 
the SIDD to the SEC's net capital rule so long as the bank remained adequately 
capitalized under the banking laws. This is because the net capital rule, which un- 
like bank capital requirements focuses on liquidity risk rather than credit risk, 
would require disproportionately high levels of capital for ilhquid instruments like 
bank loans. 

For example, allowing banks to offer municipal revenue bonds through a SIDD 
recognizes that securities and banking products^ targeted to state and local govern- 
ments have been developed side-by-si^ and that the most efBcient and enective 
wajf to serve these customers is to offer them s whole array of products to serve 
their financial needs. Carving out securities products from all other products offered 
is inefScient and leads to increased costs and burdens. 

Moreover, under bank capital rales, banks are required to hold more capital for 
shorter maturity municipal revenue bonds than broker-dealers. Only when the ma- 
turity of the municipal revenue bond is greater than 7 yean will the SEC's net cap- 
ital rule require broker-dealers to hold more capital. Ruely do banks hold securities 
with matuntiee greater than 7 yean. Therefore, as a practical matter, banks will 
hold more capital against munidpal revenue securities than the SECs net capital 
rules require of broker-dealers. 

INCREASED FEDERAL RESERVE BOARD AUTHORITY 

H.R. 1062 Dyes increased authority to both the Federal Reserve Board (TRB") 
and the SEC. This grant of increased authority is entirely appropriate. 

For example, under H.R. 1062, the SEC has now gained authority to regulate 
bank securities activities. Once the SEC determines that an instrument is a security 
under the federal securities laws and ia not otherwise exempt that activity will gen- 
erally become r^[ulated by the SEC. 

In recognition of the (kct that there ia a convergence between banking and securi- 
ties products and that dear lines between the two cannot easily be drawn, the FRB, 
in interpreting the banking laws, can permit that activity to be conducted in the 
bank through a SIDD. This ability on thepart of FRB does not, however, take away 
from the fact that H.R. 1062 gives the SEC increased jurisdiction over bank securi- 
ties activities. Specifieally, the SEC has jurisdiction over many bank securities ac- 
tivities, including most securities activities conducted in the bank through a SIDD. 

' H.R, 1062 would redesignate bank holding companies u financial wrricea balding companiei 

' Banks lerTlce their state and local govenunent customen in a number of different ways in- 
cluding offering treasury serdces to handle receivablss and accounts payable, pnmdiDg cash 
management aectnint*, lending money for equipment purchases and certain other purposes, pro- 
viding finandal advice and underwriting general obligation bonds. 
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Similarlj appropriate is H.R. 1062's grant of additional authtffity to the PBB to 



I incapable of being adjusted as market ( 



nmutancea and aituatlons dictate, force banking otf^anizations to complj with bur- 
densome, outmoded and unneceeaaiy laws. All of this adds cost to the products of- 
fered to the detriment of consumos. 

CAPITAL ADEQUACY REQUIREMENTS 

H.R. 1062 requires that befora a banking organization may afSliate with a securi- 
ties underwriting firm, it must be meet rigid capital standards. Sp«cificallv, before 
a bank holding company can acquire a securities a£Bliate: (1) the bank holding com- 
panies lead suhsidiuv insured depository institution must be well capitalized; (2) at 
least 80 percent of the BKKr^ate total risk-weighted de[)ository institution assets 
controllea b^ the bank holoinE company must be in depository institutions that are 
well-capitalized; <3) all subaiaiary depository institutmns controlled by the bank 
holding company must be well capitioized or adequatel;; capitalized; and (4) the 
bank holding company itself must oe adequately capitalized and must continue to 
be 80 immediately after the acqtiisition^ 

Altematiyely, a bank holding craapany and its subsidiaries will be deemed to have 
met the legislation's capital requirements if all of its depository institutionB are at 
least adequatdy capitolizad after the acquisition of the securities affiliate and the 



pated loseet, associated with any of its depository institutions. 

Furthermore, the securities affiliate must be separately capitalized. Consequently, 
in determining whether a bank holding ctnnpany is adequately capitalized, the bank 
holding CfHUpanr cannot include the securities affiliate's assets ana liabilities. In ad- 
dition, certsin oeductions from the bank holding company's capital must bs taken 
for Kiaity investments in the securities affiliate as well as any extensions of credit 
to the securities affiliate. 

If a bonk hdding company ceases to be In compliance with the le^slation's capital 
requirements, then the securities affiliate must cease all securities underwriting 
and dealing activities. Exceptions ore provided to allow underwriting of certain se- 
curities, induding securities of registored mutual fiinds. 

Collectively, these provisions ai« intended to ensure that any new securitiee ac- 
tivities permitted in the securities affiliate do not jeopardize ttie safety and sound- 
ness of affiUate depository institutions. 

While the ABA supports the p 
sions and notes that H.R. 1062 fc— 

ments, these provisions are mudi si ^ , „, 

and made applicable to other businesses, including unr^ulated non-bank financial 
services holding oompaniet. Horeovw, the ABA agrees that the reqtiirement to ceoae 
underwriting md draling when a bonk holding company no Icmger satisfies the leg- 
islation's capital requirements should not appq^ to mutual funds. Mutual flinds are 
in continuous underwriting and any requirement to cease underwriting would e£foe- 
tively cause the fiind to cease operation, much to the detriment of that fund's inves- 
tors. These same concerns are not presented with issues that only come to maricet 
on an infrequent basis. 

FlIteWALl£ 

The firewall provisions of H.R. 1062 are lar^y drawn from the current firewaUs 
established by the PRB for Section 20 underwriting affiliates. These conditions were 
first articulated by the FRB in 1987. Since that tame, the FRB has adjusted the fire- 
walls to accommodate certain very specific circumstances as well as general market 
developments and to reflect the e^Mrience and cconfort level attained by both the 
PRB and the industry in connection with bank affiliate underwriting. 

As discussed above, the legislation would allow the FRB to exercise its discretion 
to a4)ust the firewaUs as appropriate. That authority may be exercised if the FRB 
finds that its proposed action is eonsiBtent with the purposes of the Act, including 
the avoidance of any rignificant risk to the safety and souttdness of the depository 
institution and the avoidance of conflicts of interest. 

For ncample, one specific firewall would prohibit banks from issuing credit en- 
hancements for securities being underwritten t^ the securities affiliate. Experience 
with this prohibition has revealed that saffaty and soundness concerns can be ade- 



d by Google 



245 

tial conflicts of interest betv'MD the weU-capitalized bank and the securitieB affiliate 
have been addresaed by raqulring the transaction to be on an arm's length basis, 
(.«., on terms and conditions aubstantiaUy the same as those involving unaffiliated 
parties. Moreover, H,R. 1062 also would allow credit enhancement of Dank eligible 
securities regardless of whether they were underwritten in the bank, a SIDD or e 



INVESTMENT BANK HOLDINO COMPANIES 

H.R. 1062 would permit a new category of bank holding companies, known as in- 
vestment bank holding companies ("IBHCe")- IBHCb will Im allowed to acquire cer- 
tain wholesale financial institutions or "WPls". WhUe a WPl will be defined as a 
bank and, thus, permitted to borrow at the FRB's discount window, it will not be 
allowed to accept insured deposits. WFFs will also be sulyect to higher capital re- 
quirements and transactions hetween a WFI and its affiliates will be subject to sec- 
tion 23A and 23B of the Federal Reserve Act. WFIs and their securities affiliates 
will not generaUy be suUect to H.R. lOS^s firewall provisions. Finally, under cer- 
tain circumstances, IBHCs will be subject to a different supervisory structure than 
that applicable to bank holding companies. 

The ABA supports the aUUly of bank holding companies with insured depontonr 
institutions to acquire a WFI. The ABA does not suggest that in acquiring a WFI, 
a bank holding company should be aUowed to acquire certain firms not otherwise 
permitted to financial services holding companies. 

Mr. Stearns. Thank you, Mr. Jones. 
Mr. Tassey. 

STATEMENT OF JEFFREY TASSSHT 

Mr. Tassey. Thank you, Mr. Chairman. My name is Jeff Tassey 
and I axa presenting this testimony on behalf of the American Fi- 
niincial Services Association, AFSA. We appreciate this opportunity 
to express our views on H.R. 1062. 

H.R. 1062 takes a constructive incremental step in loosening the 
barriers imposed by the Glfiss-Steagall Act between banking and 
securities activities. As we read the bill, the primary tier of benefits 
would flow to a relative!^ small number of lai^er wholesale banks 
and investment banks. These institutions would presumably et^joy 
greater economies of scale and a strengthened competitive position 
m global capital markets. 

Tiie Investment Bank Holding Company established in the bill, 
while not presently of direct interest to most AFSA members, pro- 
vides a useful approach for dealing with deposit insurance concerns 
for certain activities, while providing some other benefits the 
present banking system confers upon its member banks. Where de- 
posit insurance is not a factor, we see no reason to restrict affili- 
ations. AFSA urges the exploration of what other kinds of unin- 
sured institutions could be established that might meet various 
needs in our financial markets. We are currently reviewing a pro- 
posal for an uninsured, non-depository, mfu'ket-funded lending in- 
stitution that we hope to submit for consideration in the near fu- 
ture. 

As H.R. 1062 stands, it places a number of limitations on the 
abilities of securities firms to own insured banks. Due to the fact 
that a substantial portion of the business of many securities firms 
involves activities such as insurance and merchant banking that 
are, with limited exceptions, proscribed under the bill. The solution 
to this is to broaden tne financial nature tests contained in the bill 
to permit the financial services holding company to at least engage 
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in a full range of insurance activities, as well as enough commer- 
cial activities to cover merchant banking. 

The affiliation issue is one of AFSA's primary concerns with H.R. 
1062. We represent an extremely diverse group of lenders, pri- 
marily market funded, and accordingly subject to intense scrutiny 
and regulation by the markets. A great many of these entities have 
a wide range of functionally constrained afEiliations with some type 
of federally insured institution. There has never been any evidence 
that any of these entities pose any systemic or deposit insurance 
risk as they go about their business of providing approximately 15 
percent of all consumer credit. 

At the very least, the true financial services holding company 
should also include insurance. It is difficult to ai|[ue that insurance 
is not financial in nature or incidental to such financial activities. 

Beyond insurance, AFSA strongly supports the ability of commer- 
cial urms to own or otherwise affiliate with such a holding com- 
pany. The prohibition on banking and commerce has always been 
shot through with exceptions. Thousands of individuals own bfmks 
who also own many ana varied commercial interests, none of which 
are subject to the same holding company affiliation restrictions and 
oversight as banks owned by corporate entities. If it is harmful for 
banks and commercial entities owned in the corporate form to affil- 
iate, then the same restrictions should apply to the thousands of 
wealthy individuals who freely mix banking and commercial enter- 
prises. 

The primary argument postulated against banking and com- 
merce is that such a holding company form would result in lai^ 
concentrations of economic resources. Such concentrations are far 
more likely to occur in small towns where, as described above, 
there is only one bank owned by an individual who also owns other 
m^or economic units, such as the local independent insurance 
agency, car dealer, feed store, et cetera. 

Economic concentration, particularly in today's globzil market, is 
not just size, but sized in relation to the market in which the entity 
operates. A very large institution operating nationally and inter- 
nationally is subject to competition at every size level, from the 
smallest independent bsmk to the largest Japanese haak. 

In terms of risk to the bank and insurance fund from such a di- 
versified structure, the experience with life insurance holding com- 
panies is instructive as discussed on page 8 of our written state- 
ment. 

In addition to AFSA's Eiffiliation concerns, the more general con- 
cern we have is that the bill does not do enough to bring maAet 
discipline to the insured portion of the industry, nor does it address 
ihe overriding issue of excessive deposit insurance. In the 1980's, 
numerous banks and thrifts continued to operate even though their 
market ratings were well below investment grade. In contrast, if 
the markets lose confidence in a msirket funded lender, it may no 
longer have the ability to fund its activities and grow. It must 
shrink and ultimately may be forced to close in short order. 

Second, the market typically requires that the market funded 
lenders hold more capital relative to assets than banks. Appendix 
5 of our written statement is a recently released chart showing 
that a representative sampling of finance companies had average 
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equity to assets almost double that of a representative sampling of 
banks. 

As discussed in our written testimony, it is the sensitivity to fi- 
nancial condition of both the commercial parent and fmancial sub- 
sidiary, combined with the ability of the market to act quickly, 
without discretion, that makes market regulation so effective and 
gives lie to so many of the arguments against affiliations with in- 
sured institutions. In a modernized structure with separately cap- 
italized afniiateB, most of which would be market regulated, it is 
difficult to see the risk to the insured institution, especially if com- 
bined with a capital downstreaming mechanism. 

In conclusion, ATSA strongly supports the modernization proc- 
ess, even though it is presently much more limited in scope than 
we feel is necessary. No financial modernization proposal of any 
magnitude has passed the House, phmEU-ily because of turf fights 
between various parts of the industry. One of the most intractable 
issues has involved the banks and the insurance agents as to who 
can sell insurance under what conditions. 

Mr. Stearns. Just, if you would summarize. 

Mr. Tassey. I just have another few lines. 

Mr. Stearns. Absolutely. Go ahead. 

Mr. Tassey. I apologize. 

While this issue is not a specific concern to AFSA, our primary 
concern is the ability of insurance companies to affiliate with in- 
sured institutions. It is of great concern because of the impact it 
has had on the process. 

As Mr. Bliley has just told us, the committee has worked assidu- 
ously on this issue and we would like to make a brief observation 
based on past an experience. 

Achieving a compromise, even with more time, that both the 
banks and the agents will both endorse is highly unlikely and the 
best that can be hoped for is that a balanced approach can be craft- 
ed that takes away most of the plausible ailments on both sides 
and that the political will exists to force both sides to accept that 
compromise in committee and on the Floor of the House. We 
strongly support the efforts of the committee. 

Thank you. 

[The prepared statement of Jeffrey Tassey follows:] 



The American Pinancud Services Assodatiaii appreciatee this opportunity to ex- 
presB our views on H.R. 1062, the 'Tinandal Senncea CompetitiveneBa Act of 1995.' 

The American Financial Services Association (AFSA) is the trade association for 
a wide varied of non-traditional, market-fUnded providers of Qnandal services to 
consumers and small businesses. As adopted by our members, tlw mission of AFSA 
"is to assure a strong end healthy broad-based consumer lending servicea industry 
which is committed to (I) providing the public with a quality and cost etfoctive serv- 
ice, (2) promotinK a finantnal system that enhanc) ' "" 
ing the responsible delivery and use of credit and 

AFSA's members Gt into four basic categories; 

• Diversified Financial Services Companies— These are companies that offer a broad 

range of financial services and products to consumers nationwide. Many of these 
members are affiliated with banks or savings and loans. 

• Automotive Finance Companies—These companies ore frequently referred to as 

"captive finance companiee," Thej provide financing for customers that pur- 
chase the manuja c turer's products, ut addition, many of the companies or auit 
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parents have branched out into a range of other Gnandal ■■ 
it cards or mortgage Imding. 
• Cooaumer PinaoM Ompanieo— llie core btiaineM of this membership segment ii 



credit card issuers in the U.S. 

Some consumer finance companies are owned by, own, or are afSliated with de- 
positary institutions, such as savings & loans, consumer banks (limited-purpose 
banks), or credit card banks. These institutions are fully r^ulated institutions, sub- 
ject to all of the laws and regulations applying to banldo^ institutions, including the 
Communis Reinvestment Act and the Home Mortga^ Disclosure Act. They are reg- 
ularly examined bv 8tat« and federal banking authorities. 

In addition, eacn of these consumer lenders must com^y with federal r^ulations 
relating to consumer credit — the Equal Credit Opportunij^ Act, the Truth m Lend- 
ing Act, the Baal Estat« Settlement Procedures Act, the Consumer Leasing Act, the 
Fmr Credit Billing Act, the Fair Credit Reporting Act, and the Federal Trade Com- 
mission's Credit nvcticea Rule are among the most important. 

Consumer lenders which are not depository institutions, are generally licensed 
and r^ulated by the stata banking department or the department of corporations 
in every state in which they operate, often separatelv r^ilated for each product. 
They are sultject to state laws governing the rates tney can charge on consumer 
loans, as well as state consumer protection laws. 

Aa the above demonstrates, AF8A members are important sources of credit to the 
American consumer, providing between 10 and 16 percent of all consumer credit. 
AFSA members are hi^y innovative and compete at all levels in the financial serv- 
ices mariceta. Our members have chareed AFSA with promoting a free and open fi- 
.-_! — _!_.^ market that rewards the hi^iest level of compeutiveness. 

SUMMARY OF AFSA'S 



n the process of making dianges to our 
re, alttiou^ its scope is primarily lim- 



its to the area of bank and securities activities and the removsi m barriers be- 
tween the two imposed by the Glass Steagall Act AFSA would like to see H.R 1062 
take a more comprehensive approach to rationalizing and modernizing our financial 
laws, ideally the authorization of afBliations between insured institutions and insur- 
ance entitiee as well as firms engaged in other types of commerce. We feel that 
these afGIiationa can eatdf take ^ace among separately ca[Htalized affiliates in a 



functionally regulated holding company structure. 
*t a minimum, AFSA strongly &ete that the "^ 
2 should be widened as it relates to securities and insurance firms. As it stands. 



AFSA strongly uels that the "iwo w^ streets contained in H.R. 



the bill provides a number of limitations on tibe abilities of securities Eriaa tc 

insured hanks, due to the fact that a substuitial portion of the tnisiness of many 
securities firms invdve activities, such as insurance and merchant banking, that 
are, with limited exceptions, proscribed under the bill. The solution to this is to 
Isoaden the "financial in nature" test contained in section 121 of the bill to permit 
the finandal services holding compatqr to at least engage in a ftill range of insur- 
ance activities. 

In the committee's invitation to testify, comment was requested on a number of 
technical securities issues. These issues are by and large not of specific concern to 
AFSA members. We would only note that our members presently conduct their spe- 
cific financial activities in separately capitalized afSUates, and that is unlikely to 
chaiwe. AdditionaUy, we have alwns supported fitnctional r^ulation. 

H.R. 1062 contains an optional investment Bank Holding Com[>any,'' a l^pe of 
uninsured wholesale institution, whidi while not prMentij[ oi direct interest to most 
AFSA members, provides a useful approach for dealing with deposit insurance o 



cems for certain activities while providing some benMits the present banking sys- 
tem confers upon its member banks. AFSA urges the committee to explore what 
other kinds of^ uninsured institutions could be established that might n 



r financial markets. We are currently reviewing a proposal for 
sured, non depository, market funded lending institution that we nope to submit for 
consideration m the near future. 

AFSA strongly supports the modernization process, even though it is much more 
United in scope thui we feel is necessary. No financial modernization proposal of 
atqr magnitude has passed the house, primarily because of turf fights between var- 
ious parts of the industry. One of the most intractable issues has involved the banks 



d by Google 



249 

and the inauranee agents aa to who can aall inaurance under what conditions. WhOe 
this issue is not of specific concern to AFSA — our primary concern is the ability of 
insurance companies to affiliate with insured institutions — it is of great concern be- 
cause of its ability to stop the process. We know that the committee is working as- 
siduously on this issue and would like to make an (4>servBtion based on past experi- 

Aciuevine a compromise that both the banks and the agents will endorse is highly 
unlikelv. I^e best that can be hoped for is that a balanced approach can be crafted 
that takes awa^ most of the plausible arguments on both sides and that the political 
will exists to force both sides to accept that compromise in committee and on the 
Qoor of the house, otherwise, this bill will meet the Gste of its predeceasors and that 
serves no public purpose. We strongly support the efforts of the committee to de- 
velop a legislative solution and urge you to move forward. 

H.R. 1082 "the financial SERVICES COHPETTTIVENESS ACT OF ISSfi" 

H.R. 1062 constitutes a chance of some majgnitude in holding company activities 
and regulation. The lull eetablisnes a Tlnancial Services Holding Company" rhold- 
ing company^ and peimits the holding compain to have securities affiliates engaged 
in a flill range of securitiee and investment adviacwy activities. In addition, the bill 
permits the establishment of an "Investment Bank Holding Company" that mv con- 
trol a "Wholesale Financial Institution,'' and a firm engaged in a full range of secu- 
rities and investment advisory activities. The bill also amends Section 4(cH8) of the 
Bank Holding Company Act to permit the holding company to enga^ in activities 
which are "financial in nature or incidental to such financial acdvities." With cer- 
tain exceptions, this does not include insurance activities. 

In addition to the above activities reforms, the bill also makes some reforms to 
the regulatory process. The bill basically replaces the current Federal Reserve appU- 
eatioo procees with a notice piocess with reference to safety and soundness con- 
straints. 

COMMENTS ON H.R. 1062 

The Am«7can Financial Services Association appreciates and acknowledges the 
refoima made by H.R. 1062. It is a step forward and we understand that a great 
many political and jurisdictional considerations were involved in the policy choices 
that were made, Aa we read the bill, the primary tier of benefits would Sow to a 
limited number of larger wholesale banks and to a lesser extent, investment banka. 
These institutions would presumablv enjoy greater economies of scale and a 
atrengtheoed competitive positian in global capital markets. To the extent that this 
lowers the overall coat of capital, it should benefit alrea^ competitive, efficient mar- 
ket funded and regulated lenders, such as those represented by AFSA, 1^ lowering 
their cost of fimdlng. Other than lowering ftinding costs, it does nothing to make 
hiriily regulated and inetBdent insured institutions more efficient and competitive. 

The billwoi^d also benefit institutions without commercial and substantial insur- 
ance affiliations who v/ish to become a financial services holding company. While the 
bill retains the Federal Reserve as the holding company r^u&tor, the bill's intent 
is to provide a notice procedure as opposed to the current application procedure so 
that these entities may flmction somewhat more like normal businesses. The bill 
takes steps in that direction although a number of issues remain. While H.R. 1062 
changes the r^ulatory process, the culture of the regulator is another matter; the 
Federal Reserve is a bank rwiuatOT and has viewed anv non-traditional affiliations 
or activities more critically. A» one witness testified be&re the committee on bank- 

3 the Federal Reserve needs to become a "^landol services" regulator, and that 
be a difficult transition for them to make. 
The Investment Bank Holding Company estabUsbed in the bill, while not pres- 
ently of direct interest to moat AFSA members, provides a useful approach for deal- 
ing with deposit insurance concerns for certain activities while providii^ some other 
benefits the present banking system conforB upon its member banks. Wnere deposit 
insurance is not a factor, there is no reason to restrict affiliations. AFSA would urge 
the conmittee to ocplore what other kinds of uninsured institutions could be estab- 
liahed that might meet various needs in our financial maikets. We are currentiy re- 
viewing a proposal fbr an uninsured, non de^meltory, market funded lending institu- 
tion that we hope to submit for the subcommittee's consideration in the near future. 

AFFIUATIONS— INSUIIANCE AND NONFINANCIAL COMMERCE 
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diverse group of lenders, prinuiily maricet funded and accordingly suttject to intenae 
scrutiny and regulation by the markets. A great mai^ of these entitieB have a wide 
range of afELliationB with some ^pe of fedmdly Insured institutloa ^^rtually all of 
these aGBliations have been in existence for some time with Tarying degrees of anti- 
coinpetitive flinctioiial constraints Imposed by federal law and regulatian. There has 
never been any evidence that any of these entities poee any systemic or deposit in- 
surance risk as thev go about their business of providing appronmately 16 percent 
of all consumer cremt 

At tiie vei7 least, a true financial services holdiiu company should include insur- 
ance—it is ditEcult to argue that insurance is not ''Snandal in nature or incidental 
to such finanrinl activities." 

Bevond insurance, AFSA strongly supports the ability of commercial firms to own 
or otherwise affiliate with such a holding company. The issue of mixing banking and 
non-finandal commerce has become an overblown theological issue when it really 
is at most a competitive inequibr susceptible of legislative solution. The pndiibition 
on baijting and comment has always been shot throu^ with exceptions — en>ecially 
at the smaU bank level— end none of these exceptions — at least at the level of aig- 
nifieant publicly owned corporations— have ^ven rise to any problems, let alone 
problems that would justi^ the federal prohibition. Thousands of individuals own 
DaoJcs — large and small — who also own many and varied commercial interests, none 
of whidi are sut^iect to the same holding companv affiliation restrictions and over- 
siriit as banks owned bv corporate entities. It is difficult to understand why individ- 
uids should not be sulij^ct to the same banking and commerce restrictions as cor- 
porate owners, if the proximi^ of banking and commerce trul^ is a mortal threat 
to the banking system. If it is harmflil fbr bank and commercial entities owned in 
the commercial form to affiliate, and AFSA doet not Ihink that U ia, then the same 
restrictions should a[iply to the thousands of wealthy individuals who fi*eely mix 
banking and commerciar enterprises. 

The primary argument poebilated against banking and commerce is that such a 
holdins company form would result in large concentrations of economic resources, 
in ad<£tion to having the potential for conflicts of interest between the bank and 
the non-bank entities that would pose undue risk to the bank and the federal de- 
poeit insurance fluids. 

AFSA believes that this argument has littie merit, especially in the contact of the 
global marketplace in which our Snandal services indwitrv now competes. 

Concentrations of economic resources are far more likely to occur in small towns 
where, as described above U)ere is only one bank owned by an individual who alao 
owns other major economic units such as the local independent insurance agency, 
car draler, feed store, etc. Economic concentration, partieularl;^ in today's global 
market, is not just size but sue in relation to the marktt in whidi the enti^ oper- 
ate». A very large institution, operating nationally and internationally, is subject to 
competition at every size level, from tne smallest independent bank to the largest 
Japanese bank. 

Size alone should not be an indicator of concentration and should not determine 
holding company activity restrictions. Size in a domestic market is a problem only 
if that market is protected from competition or if market forces are otherwise weak. 
The types of domeetic Snandal institutions permitted b^ H.R. 1062 will probably, 
in general, be much larger than any heretofore able to exist In today's ^obal finan- 
dal services maritet, larger institutions are a necessi^. While AFSA feels that this 
H.R. 1062'b limited approach will be beneficial to our mtemational competitiveness, 
we don't fisel that the oenefits of mod«nization should stop at this point. 

In terms of risk to the bank and insurance fluid from such a divereified structure, 
the experience with life insurance holding companies is instructive. In its 1988 re- 
port, Modernixation of the Faumcial Sennee* Induetry: A Plan For Ct^itai MobUity 
witiiin A Frameuiork of Safe and Sound Banking, the Committee on Government 
Operations of the U.S. House of Representatives found that: 

A dose parallel exists between the temptations a financial services hold- 
ing company would face to draw on the resources of its bank subsidiaiiee 
in a time of difficulty and the similar temptations that face the mana^ 
ments of existing life insurance holding companies under similar or- 
cumstances. Life insurance companies resemble banks in the sense that 
they are closely regulated for safetv and soundness, and their oUigstions 
to poli^ benefidanes are protected by a form of State-supervised insur- 
ance. There is thus the obvious danger that a holding company, one of 
whose other subsidiaries is having Stuutdal difficulties may try to obtain 
additional flmding for the troublea affiliate fcrnn the resources <n the insur- 
ance company. 
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This potential threat to the raMnirces of these insured institutions has 
not, however, prevented the ftmnation of life insurance holding companies 
combining within the same corporation, m^jor life insures, rnakir secuntiet 
firms, major mutual fund organizations, and other substantial financial and 
Donfinandal operating ccnnpanies. ... lb accommodate this movement to- 
ward holding company formations, a pattern of State rMulatdon of the af- 
fairs of the life insurance companies and th^ interafOuate dealings has 
been established that seeks to insulate the life insurers and without mipos- 
ing substantive operating restraints on the affiliated companies or the par- 
ent holding company. 

...The Committee finds, therefore, that the State regulatory experience 
with life insurance holding companies, in which the insurance companies 
are protected from abuse without destroyiiw the apparent synergies and in- 
centives for holding company afSliations, lends substantial support to the 
committee's conclusion that effective insulation of banks can be made fiilly 
compatible with the fundamental o^eetives of financial services holding 
companies. (H.R. REP. No. 100-324., 100th Congress. Ist Sess., 43-44, 
(1987)). 
APSA feels that the experience of the states with life insurance holdiiu companies 
is instructive and urges the committee to take a close look at this modeH we strong- 
ly urge the Committee to setiously explore the expansion of affiliations within a 
holding company structure. 

THE PRESENT FINAKCIAL SERVICES RBOUIATORY SySIEM 



APSA'SI , , 

toge point, we would h 

services moiltets have evolved to their present state. 

Our present Snandal services system is strictiy regulated as regards the banking 
component Banking, at least in theory, is ti^tiy compartmentalized fivm other 
^pes of financial Mid nonfinancial business. The ottjective of this intensely regu- 
lated structure is to control "-- -"-' *.-j..jj— . v-_i ^ .._ 

their safe^ and soundness, t 
the whole ^stem. 

The stabili^ of the system is also substantially predicated on government sjmn- 
sored deposit insurance, whidi provides an additional reason for regulatory barriers 
and tight risk standards. The depreaoion era Qlaaa-Steagall > act and the Bank 
Holding Company Act are the two statutwy comixHients S the risk control struc- 
ture, liie ultimate consequence of these statatoiy barriers is that almost no corpora- 
tions other than existing banks or bank hol^iig companies are permitted to pur- 
chase a bank or start a new bank. Existing banks are therefore protected from com- 
petition with other business corporations. This barrier against corporate entry is de- 
signed to reduce specific risks by screening out potential competition. 

This comfortable structure began to be rocked by revolutions in financial markets 
resulting in the bypassing of the banks traditional credit role through the use of 
BecuritieB and commerdal paper maricets to borrow directly from investors. Addi- 
tionally, the securitization of asseto' such as loans also worked to change the fiinc- 
ttonal role of banks, which throu^ Gloss-Steagall were excluded from participation 
in these activities. 

The Glass-Steagall and Bank Holding Company Act compartments have always 
bad exceptions and the changes discussed above increased the erosion of the Glass- 
Steagall Darriers. Additionally, a small number of jnwidfathered diversified lenders 
are not covered by Glass-Steagall and the Bank Holding Company Act although 
they suffer under significant growth limits and other restrictions imposed by the 
Competitive Equality Banking Act of 1987.' Some grandfathered foreign banks also 
conduct a wide range of activities. In other words, the securities, nonfinancial com- 
merce and banking compartments have both been breached, but not in any orga- 
nized or rational manner. Furthermore, the so-called diversifieda have breached the 
commercial compartment. Again, many of the grandfoth««d foreign banks also have 
commercial operations. 



neaw tea appendix one for ■ lummarv of ona ■cholu'i •nalyats of the causes of tha depraa- 

n Til a via banking and commarce and Glaaa Steagall. 

Please aea appendix two fbr chaita illuatratlDg the role of Toola' of aacuritizad laBota in 

Please aee appendix three for a diacuaaion of the CompetJtiva Equally Banking AeL 
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Tht practical Impact of this compartmeotolizatlon i» to Mvercly restrict capital 
mobility.* 

The capital reoourcea of financial corporationB have two main components — finan- 
cial capiUl and oraanizational capital. Financial capital is usually easily tranafier- 
atale. (Overall, our &ianrial markets work wall in bvnaferring finanrial capital fiom 
one area of business to another. 

If this were the only form of capital of concern in the financial services industry, 
then we would not have a capital mobili^ problem. 

However, there is also the less tangible but equally vital concept of organisational 
capital. There is no way to represntt this "going concern" value on the balance 
sheets, but there is no doubt that this is a major factor in the value assigned to 
publicly held corporations in the equity markets,' 

When an industry incurs a narrovnng of the profit opportunities avaUable to it, 
such that new capital could earn a better return elsewhere and profitobiUty on ex- 
isting capital investment is below average, then moet businessmen and investors try 
to smft at least some of their capital into other, more profitable lines of bualness. 

When the capital cannot be shiflxd, competition becomes more intense, profit de- 
clines and less successful firms sufier losses with the result that the value of capital 
invested in that industry is reduced, there is little doubt that Glass Staa^aU and 
the Bank Holding Company Act combined with our whole system of regulation con- 
stitute significant barriers to capital mobility and have greatly contributed to the 
problems in the banking industry over the past decade. 

The best example of this concept had its beginning in the 1970's when the com- 
mercial paper market grew rapidly, attracting corporate customers whoae borrow- 
ings had been a major source of stable earnings for the banks. The commercial 
paper market in turn was made poeaible by the advent of uninsured money market 
mutual funds. Banks could neither partidpate in the commerciBl paper market, nor 
could they offer money market mutual funds. 

The result was that they were forced to replace safe corporate loans that paid a 
good return with much riskier loans that paid a higher return. We know how this 
worked out. In 1991 this committee was forced to both recapitalize the bank insui^ 
ance fbnd and to impose even stricter safety and sotmdness regulations on insured 
institutions. 

If our ajTStem had provided for an orderly exit^ of organizational capital at that 
time, bar^ would have been able to follow their customer to the commercial paper 
market and at least some of the problems banking encountered would have been 
avoided. Capital is not a one way street — once it gets into a particular sector, it 
must also be able to exit in an orderly manner. 

H.R. 1062 addresses to some extent the specific problem outlined above in terms 
of permitting banks to be involved in the underwriting of products such as commer- 
cial paper while also allowing to varying degrees, banks to be involved in securities 
activities. 

The question is whether to stop at this point, or permit additional affiliatians be- 
tween insurance companies, commercial firms and banks. Neither bill addresses the 
overriding question of deposit insurance which is the primary reason financial mod- 
ernization is a federal legislative iasue to begin with. 

The problem with stopping at this point is that the system remains compartmen- 
talized; one of the compartments has been enlarged, but there are stiU legal and 
r^ulatoiy baniers to fiiU capital mobili^. no one envisioned or predicted the ad- 
vent of the commercial paper market; who is to say that the next major advance 
in financial products will not come from the insurance industry or Srotn a completely 
nonfinandal lender, it ia virtually impossible to l^islata ahead of the market, whoa 
there is federal regulation substituted for market discipline, serious distortions in 
economic behavior will occur. 



*ltod*mhalicn of Ihe U.S. fiaancial Sen)iet$ tnduttry: A Kan for Capital Mobility untUn 
a Framaoark of Soft and Sound Banking, H.R. SEP. No. 100-324., 100th CongreM, lit Ssm., 
43-44, (198T) 
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REOULATION OF HARKBT FUNDED LENDERS THROUOK THE COHMBRCIAL PAPER 



Fundamental Charaelerutia of Market Funded Ltnden 

A raview of the commercial paper market^ and the finance industiy may help Il- 
lustrate the P^t that it is necessary to remove all barriers to capital mobility and 
that these affiliations not only are not a systemic risk, but actually contribute to 
eafe^ and soundness. 

The fiindamental difference between market flmded lenders and banks is the 
n^nis of thedr relationship with local communities. Banks' relstionshipB with local 
cwnmunitJes emanates from their deposit base. Market fonded lenders enter local 
eammunitiei throu{^ their lending acUvities, fimded by the capital markets. 

In the ^rpicsl banking model, a bank generates funding for its lending activities 
fttaa depoaits gathered m by lo^ offices. It then lends these funds locally or, if local 
demand is not sufficient or the bank elects to focus outside the communihr, the bank 
lends in other markets, bttvs saetirities, or places the funds in the feoerol fUnds. 
markets (i^., tends to otJiw Danks throughout the nation). 

Cleoriy, there are exceptions to this pattern, especially among larger, wholesale 
oriented banks.* NeverthMess, in the context of consumer lending, this model gives 
a Eood picture of the fimding and lending i^mamics. 

The model tat the typical mari^ flinded consumer lender is, in a sense, opposite. 
"" ' ' e their funds in ^obal cspital markets by issuing commercial 



itions rely on bank back-^p lines of credit to enhance their credit ratings; this 



porat 



Market Oversight 

performance ._ , 

a dosaly by the capital markets. Th«r debt securities are rated by the rating 
■ such as Moody's, Standard and Poor, and Pitch. However, there is a kqr 
ice between depositoiy institutions and market funded lenders. If the mar- 
kets lose confidence in a bank or thrift, the institution can still operate by raising 
depodt fiinds. In the ISSCs, numerous banka and thrifts continued to operate even 
thmwh their market ratings were well below investment grade. In contrast, if the 
markett lose mnfiderm in a marktt funded Under, it may no longer have the abiiiiy 
to fund ill activities and to grow — U mu^ shrink and ultimately may be farted to 
dote. 

Because the maturi^ of commercial paper is so short, 270 days or less, issuoi 
usually expect to roll it over at maturity rather than pay it off. However, to obtain 
a hiidwr rating for their dd>t by providing additional insurance that they have liq- 
uid funds available in the event that conoitionB change and they must npay their 
pap», the issuers obtain back-up lines of credit fbr a »e from banks, although this 
practice is decreasing. It is in^wrtant to note that the actual risk of loss to banks 
is extronely low. n>eir rede is to be ready to provide Uauidily, but in most back- 
up arrangementa they can rettrueture the dd>t to secun uudr uitereat to should the 
issuer aem financial difficulties. Even that is unlikely, since only high grade cor- 
porations are accepted ccmunerdal paper issuers. In particular, the finance compai^ 
issuers have hisji levels o* —"' -•-'-•- ------ ■■'-- •---' —-- ---—"-> > 



1 Cammerdal paper ii an Important Hnirea of fUodinc flir market-ftuided lender*. Commercial 
paper li ^ort-term, tmaenired debt lold by coniorBtioni with £ood credit ratinBi. Commercial 
paper U generally Itnied to large invetton. All Qrpc* of corporationa lasua commardol paper, 
UKludlng manunKturera, bannortatian companies, Dank*, end finance eonpanle*. 

■One esGeption to this nwdsl Is ftindint by lecuritiiing aaaet*. In thla procaaa, tha inatitution 
peel* ncdvawe* and •*11* th«o a* a aaeiui^ to invaetoi*, Ubar^ laisliv new lunda. Thia tvpa 
of fimding Is becoming IneresSliuly popular with allkndsn, including banka. To tha aztant Out 
tU* reduce* the ImportanEe of deposit fiuiding, it mesne that banka are beoonlng more like the 
market fiinded lendais, not rice *ersa. 
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The company loat its credit rating 
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, ,-_ ipanr. The 

compai^ drew down its lines of credit at about 60 fimion and dtoneetic Sanks. 
TbM* lines were restructured into secured lines. The liquidation was orde^ and 
qukk without crisis. Throughout the process, the parent, Weatin^wuse Electric 
stood behind the debt of its subsidiarjr. 

As the Weetinf^iouse example illustrates, it is absolutely critical to market fiinded 
Jotders that they be well r^arded by the market It is in that sense that the mar- 
ket renilates their finandal viability and this regulation of safoty and soundnesa 
is swift, with no excuses. 

The Westin^iouse example is one where the subaidiaiy impaired the parent and 
the subsidiaiv was fbrced to shrink and close. However, maricet ^sdplim works in 
the opposite direction as well. There have been several instances wlure the manu- 
factuHng parent of the finance company encountered financial difficulty and »- 
.ceived an impaired credit rating. Even though the subsidiary finance companies 
were doing enremely well, tfaey were forced to shrink significantly. The Federal Re- 
serve has Men trying to implement a similar "source of strength" doctrine tot banks 
and the bank hgldinR company for some time. The market is considerably ahead of 
it, even with all of the biuik regulatory improvementa that have been made since 
1989. 

Not mentioned in the above discussion on commercial paper's impact on bank 
lending is the roost interestjng part— the fact that consumer and commercial Bnance 
companies are the largest issuers of commercial paoer with over $392 billion out- 
standing as ofyear end 1993 and that these proceeds from the market are used to 
fimd lending. Who are the finance companies, what kind of lending is being funded 
and why aren't banks doing it? 

The modem finance industry consists of a varied group of market funded financial 
institutions. Ovmership is especially diverse, including: industrial and other non- 
financial companies, banka, non bank fiwTn-i«l companies as wdl as independent 
finance companies. Many companies engage in both commercial and oonaumer fi- 
nance. In 1990 the combmed assets of the twenty largest firms totaled $426 UlUon 
or 82 percent of the industiys overall assets. Of the top twenty companies, twelve 
do both commercial and consumer finance. 



In virtually all cases, fiw^mwf companies carry significantly heavier capital bur- 
dens and do not have deposit insurance." In 1990, capital ratios for the top 20 com- 

'' ' ""' -"-- ^jjj^ Capitaliiaf 

t quali^ and s 
bv tangible ase 

_ , . . ell eatsnlished i. 

have spedalized ocpertlse, «4)ether it is in commercial aircraft leasing or second 
mortgage lending to consumers. 

This IB why finance companies are j^nerall^ not in head to head competition with 
banks, but instead compete by ofi'enng services that substitute for bank credit in 
markets not served by hanks. Banka are not prohibited fi^m engaging in any of 
these ^pes of lending but the^ choose not to do so, substantially in part because 
they are federally insured institutiMis with a regulatory environment that tries to 
protect the deposit insurance fimds by tightiy controUing risks, and hence contatd- 
ling typee of lending. 

"nus is as true for an activity such as equipment leasing as it is for second mort' 
(^ue loana to individuals. These specialized niche marketa place a premium or spe- 
cialized information and practical eiqwrience which place new lenders at a disadvan- 
tage short of acquiring a finance company engaged in a pwticular niche. For an in- 
sured institution it is particularly dimctut to overcome this lack of knowledge and 
ei^erience. Federal bank examiners will not tolerate tiie rate of losses and attend- 
ant demands on capital that it fiequentiy takes to enter one of theee nidie marketa. 
Additionally, once m the market, lenders are still exposed to higher risks than regu- 
lators of insured depositoiy institutions would deem prudent, especially in li^t of 
congreaaional pressured in recent years. 

1% summarlite the situation, on the one hand, the banks have lost a substantial 
amount of commercial lending to the commercial paper market while on the other 
band, participanto in the commercial paper market are using the proceeds that they 
obtain from ue sale of commercial paper to fund lending that banks are not prohih- 
ited from doing, but choose not to do, largely because of their r^ulatoiy culture. 

■ See appendix Sve for repreeentatiTe finance company lerel* vis • tIs Oioee of bank*. 
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In other words, on one side there is a structural impediment to bank activities, 
while on the other side there is a cultural and regulator impediment to such lend- 
ing. Banks dont have to lend; they can simply invest their insured deposits in treaa- 
uiy bills and are even rewarded for doing so by risk baaed capital standards. 

Finance companies have t« lend; otherwise, they cannot provide the rate of return 
that the commercial markets require. A finance company that is not lending is 
forced to shrink, to increase its capital and to pay more for fimda. Moreover, finance 
ccoipaniea cany out this lending with a high ae^ee of saibty and soundness despite 
havmg afBliationa with commoaal firma and insurance companies. 

AFSA believes that its membera, who again are pilmanly market funded, and 
who have a wide range of affiliationa, offer an excellent illustration of the effective- 
nets of maricet regulation fbr the commerdal ownership (f financial institutions. 
AFSA n^rets that the debate on fiwiiruHai modernization has not yet focused on 
both the issue of how more market resulatian can be injected into the federaUy in- 
sured part of the financial system, and on who should cloM weak or failing insured - 
institutionB — the markets or the regulators. 

AFSA believes that the experience of financta) institutions fiinded in the commer- 
cial paper maritet provides a blueprint for increased competition and availaUli^ of 
financial products. It also provides a rapid, highly effective diBcii)line of unsound 
risk-taking combined with an exit mechanism fin* weak or failing institutions that 
only impacts shareholders and management without significant systemic risk. 

FAILURE RESOLUTION 

The fundamental difference between banks and market funded consumer lenders 
explains the dramatic difference in incidence and resolution of failures of the two 
groups of institutionB. Banks are ftinded primarily through deposits. As the experi- 
ence of the 1980a deariy illustrates, banks can continue to maintain and even in- 
crease insured deposits while the quali^ of their assets is severely deteriorating. 

The S&L debacle gave an even clearer picture of how insured depository institu- 



protect the deposit insurance fiind from losses. That reauires that their pri- 
maiy focus be on ensuring the safety and aoundnass of the banks to svoid their fail- 
ure and potential loases to the insurance fund. If the bank's assets are not sufficient 
to cover the insured deposits, the difference must be made by the FDICs bank in- 
surance fUnd. Insured depositors funds must be protected, by law. 

In contrast, the Culure of a maricet (bnded lender is borne solely by its sharehold- 
ers and debt holders. Neither its customers, nor the government, nor the tax payers 
are directly affected. 

Second, the market ^rpically requires that the market fiinded lenders hold more 
capital rdative to assets than banks. As of year end 1993, the medial ratio of equi'^ 
to assets for bank holding companies with assets of $10 billion or above was 7.96%. 
The median for the largest 20 publicly held finance companies (ranked by total cap- 
ital) in 1993 was 11.9^ Attached is a recently released chart showing that a rep- 
resentative sampling of finance companies had average equity to assets almost dou- 
Ue that of a representative sampling of banks."* 
ImpoTtanee o^ (he Corporate Parent 

A finance company's credit rating depends not so much on its own capitalization 
as on the existence of a parent and the perceived capital strength of that parent. 
Some of the sbvngest psivnts sre commerdsl or industrial firms. Financial ties to 
such parents often help raise a finance company's credit ratings and thus lower its 
borrowing costs, a benefit of ownership that is not institutionally available to com- 
mercial banks. 

Bv assigning the credit ratings, the rating agencies in efiect set capital adequacy 
guiaelines for finance companies. In these guloelines, the agendas take impmtant 
account of the parents' strength and the financial ties between parents and subsidi- 
aries. When the parent is rated higher than the finance comiMny, rating agendei 
look for mechanisms that protect the subddiary in the event of^parent sti«ss. 

These mechanisms may include attomeVs letters and debt covenants limiting the 
capital a parent may take out of a subdaiaiy. On average, a subsidiary receives a 
somewhat higher rating than its parent because the financial ties are designed to 
enhance the finance company's ratmg rather than its parent's. 



d by Google 



IMFUCATlONa OF HARKET REGULATION FOR FINANCIAL MODERNIZATION 

Ab is deiiionBtrated br the above, it is the smBitlvit; to the flnaiwinl conditioii 
of both the parent and financial subBidiary combined with the abili^ of the market 
to act quickly, without discratioi), that makee market r^ulation so ^ective and 
etves lie to so maiqr of the doomsday scenarios when an insured inatitutioa is 
tnrown into the mix. In a financial services structure comprised of ssparately cap- 
italized afSliatee, most of whom are market regulated, it is difficult to see the risk 
to the insured institution, especially when combined with Ihe bill's 'cwital bear 



tution: this will be reflected in toe capital ratios and debt ratings (br the Buuket 
fUndea firms in the holding company and the reaction <rf the market to any prob- 
lems in any of the affiliates, particularlv the insured affiliate as the market wiU 
know that the liabiliU to the insured affiliate is virtuall]> unlimited while the liabJl- 
i^ of the Insured afBuate to the others is noneiistent 

The goal of any financial modernisation should be to soueexe excess deposit insur- 
ance out of tlw system and to replace to tlie extent poanble government r^culatioo 
with the maricet discipline. To the extent that certau fiindiona must be conducted 
in insured institutions, ownership of these institutions should not be reatricted. 

Tlie other reason deposit insurance must be substantially addressed is because it 
has provided the nexus for a whole host of regulation that has nothing to do vrith 
safieqr and soundness, but instead is designed to fund a host of social programs. As 
bud^ fimda tea new programs are very scarce and alrooat no old programs are cut, 
many interest groups are searching for private incnne streams that can be national- 
ized for social purposes. Deposit msurance has provided the basis Gm- all of these. 
It is important to take advantage of the opportunity the Committee has before it 
to reduce to the maximum extent this exposure. 

CONCLUSION 

_ ._ _ ___ moval of all bar __ ___ 

flow of capital combined with intensive maricet regulation ol ^„^„ 

tivities. It it important to take this opportunity to uid ^ stibstltution of r^fulatlon 
for private capital in insured financial iiutitutioiis and to ronove oueas d^osit in- 
surance fittm the system. Some limited form of deposit insurance is usefUI to protect 
certain vulnerable classes of individuals and for systemic reasons, but there is no 
question that there is too much deposit insurance today. Thank you again for this 
opportunity to express our views. 

API^NDIXl 

Bankinq AND Commerce, The Depression and Glass Stcaoall 

L INTRODUCnON 

During any discussion of banking and commerce, there will undoubtedly be ref- 
erences to the Depression and the point will be made in various ways that those 
who dont learn mm history are doomed to repeat it. This is undoubtedly true, but 
it is not clear what lessons we are supposed to have learned that would justify a 
continuation of the barriers separating banking and ctanmerce as a policy response 
to the problems facing our banking industry ana economy today. 

The policies that many would leave in place were not a correct long term response 
to the events of the Depression, nor will they solve the pnAlems facing our finanriai 
ayntem today. A review of the events and mistaken assumptians of the period illus- 
trates this point. 

II. BANKS AND SECURITIES ACTIVTnES PRIOR TO THE CRASH 

Durins 

iitilizedl , _, , 

the experience gained in marketing these securities to other ^>es of bcmds. 1 . 

were motivated to do this because of a shan drop off in income from commercial 
loans. The modem corporations emerging during this period preferred to obtain 
their financing fitmi retained earnings and stock issues as qpposed to loons. This 
is very similar to the situation of modem banks in the late 1970 e when corporations 
switched to the commercial paper market 

By 1930, 126 national banks provided flill brokerase and investment banking 
services, with a greater number acting as brokers. Banks competed succeesfiiUy as 
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the combmation of related services they offered provided economies of scope that al- 
lowed lower prices. The vast majority of the securitiea they ofTared were inveatment 
grade aecuritiea earning a rating by Moody's or a similar agency. 

After World War I, the U.S. became B creditor nation and was the primal^ lender 
to Latin America, which was experiencing strong growth and demand for ita pred- 
ucts, maldng them particularly creditworthy. /Eulogies to the UDC loans en the 
ISTITB can be made if desired. 

By 1930, all of these investmenta, regardless of who sold them, looked awfiil on 
an Ki. poste facto basis. The magnitude of losses exceeded snytning ever experi- 
enced. 

m. THE KOLE OF BANKS IN THE STOCK MARKET CRASH OP 1»2a 

Banks, in their efforts to follow their customers and remain the leading 
intermediaries between the public and corporations were both the newest entrants 
to these markets and the most visible of financial intermediaries. Accordingly, they 
received the bulk of the blame. Banks were blamed for (1) promoting unsound secu- 
rities, (2) creating the stock market boom throu^ offering an increased quantity of 
broker's loans and (3) securities affiliates were blamed tor weakening Uie parent 
banks, allowing their foUure during banking panics. 

Taking theae three aocusations m order, claims thi 

curities have never been corroborated with statistical — ^ 

evidence offered that the vast majority of securitiee sold were snythinf but prudent 
investments at the time. Post Depression, after the world economies had collapsed, 
almost anything looked like an incredibly stupid investment, so this was an easy 
case tonudce. 

The accusation that banks helped create the stock market boom by making exces- 
sive brokers loans is equally untenable. The stock market boom of the 1920'8, just 
like the boom that lasted until 1987, and the present boom, was an autonomous 
event resulting fh>m economic growtii. In the corporato sector, banks and th^ secu- 
rities affiliates, as well as the securities Industry as a whole, responded to the de- 
mands of this growth, but in no wajr did they cause it. 

FinaUy, in terms of bank securities affiliates under the parent banks, subseouent 
studies have indicated that the size of securities operations for a bank had no efEecto 
on ito liauidity or solvencv, and that relatively few banks with affiliates failed as 
cotnparea to those that did not have affiliates. Banks with affiliates during this time 
tenoed to be laiver and better diversified. Commercial banking earnings tended to 
varv inversely irith eaminn from investment banking, so during this period, the 
affiliates m^ have actually iiad a stabilizing efGeet. 

If banking and commerce didn't cause the depression, what did? As we know, peri- 
ods of growth are f<^owed by periods of correction of recession, which while unpleas- 



error, adopted a monetary policy Uuit allowed both a sudden and severe contraction 
in the money Bupply, wluch is frequently described as '%ilins to provide liquidity 
to the markets". This sharply reduced demand for foreign goods and brou^t about 
a collapse in stock prices. This brought about a chain reaction in the wond econo- 
mies which was worsened by equally erroneous tax and bvde polides. 

At this juncture, it is important to note that the federal reserve learned fivm his- 
tory and aid not repeat it m October of 1987, when the market crashed, the Federal 
Reserve flooded tbe maAeU with liquidity and avoided turning the crash into a ds- 
pression. Banks, substantially barred from the securities business, 
sponsible iat the 1987 crash than they were in " 

response that made the difibrence in either case. 

(The above is summariied largely frt>m the work of Dr. Eugene N. White of Rut- 
gers University who has performed exhaustive rssearch on this issue,] 
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APPENDIX 3 

. The Competittve Equautv Bankino Act op 1987 (CEBA) 

Limited-puipoM "CEBA bsnk^ an inatitutioiiB whow owoenhip by entities that 
«n not bonk nolding companiw wu mnd&thorad under CEBA, provided that the 
banks oomply with a number of reatriciioiia.'nMae include: a restriction on engai^ng 
in both demand dmoait t^Hw^ ■«!< commercial limtMng , ^ limitation on 
CTOssmariceting with afflUatea, a mtrlctbxi on en^a^lng in activities in vUcb the 
bank was not eium^ on March 5, 1987, a restnction against creatins "daylisbt 
overdrafts' on behalf at afDliates, and a liioitation on asset growth to 7% annually. 
These banks are, however. aul:!Ject to the same capital requlranents, superviaioii, 
nmtimiiniiT reinvestment ooligationB, consumer protection laws and other banking 
laws 01 fiul-service banks. 

nie CBXA rastrictione were characterized as temporary, and Congress stated that 
th^ would be reconsidered as part of "comprehensive" banking l^islation that ad- 
drMsed such issues as iatxntaHe banking, and the ability of tUU-service banks to 
engage in securitieSjinsurance and real estate activitiee. Tba purpose of the raabric- 
tions, according to CEBA, was to permit Congress, ratiier than the regulators or the 
courts, to Boon deariy define hew financial services providers were to be regulated, 
to encourage limited purpose banks to support this effort, and to maiiit^iin both the 
competitive and sofe^ and soundness status quo pending consideration of such leg- 
islation. 

Unfortunateljr, in the 8 years since CEBA's enactment. Congress has not enacted 
a "comprdiensive' financial services law, and the restrictions on limited-purpose 
banks remain in place. Nevertheless, there have been many changes that make the 
retention of these restrictions, particularly the growth cap, unnecessary. These in- 
clude; (1) a significant decline m the nunuer of llmited-puipoee banks (from about 
160 to 23), which reduces their competitive impact otkI mdhtatas regulators' abili^ 
to supervise them, <2) the enactment of imptniant banking lawra in 1968 and 1991 
that enhance regulators' ability to insure tbat these (and otiterl banks are run in 
a safe and sound maimer, including suthoritar to freeze bank asast powth if capital 
levels decline, (3) the enactment in 1994 of utostote banking legislation whicn al- 
lows full service banks to compete geographically vrith limited-purpose banks and 
their owners, and (4) the approval t^ bank regulators, and the couiis, of a growing 
list of securitiea, inauraitce and other financial services activities permisdble for 
bonks. Ihese changes, occurring while limited-purpose CEBA banks hove remoined 
subject to onerous limitotions on their growth, activities, and relationships with af- 
filiates, address the concern expressed m 1987 about banks' obility to compete "on 
a more equal basis" with limited-purpose banks. 

AFSA strmidy believes that the asset growth limitation, as well as other CEBA 
rsstrictaons, should be eliminated for all grond&thered CEBA limited purpose 
banks. Hm growtii cw is a gratuitous and anticompetitive restraint on legitimate 
financial inititutions. It is unheard of for any, fiwe enterprise to be boUiled oy audi 
legislative restrictions. 
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SUMMARY 

Thit trud^ brings prctious Moody't tiudiu of cominercial paper (CP| defaulti cuneni 
through 1 99'- Tht tiudie* wttt prompied in pirr b>- the drimsiic incmK in CP defaulit 
bcE^nninf in 19E9. From 19~1, when Moody'i begin rating commercial paper, to 19B9, 
CP dttauli^ were txtremrly tare. Since 1 9S9, 27 issuers have defaulted on S2.6 billion of 
rated ani unrated puMicI) offered CP notes in the United Sciiet, the Euromarket, and 
OThf r European domesiic markets. 
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THE COMMERCIAL PAPER MARKET 

Commcicial piper it 1 tcaioi level imecuKd ihon-tenn Don wRh ■ lununy imully tinfing bc- 
r> ten one and 36i diyi. h i> as in^ioniin, Bexibk MMna of ihon-ian finindng (« large eor- 
pOTiiions HOrldo'ide. CP u |e«nll; lold « a diuouu ttom pu nlue and ii placed dbtctli' by 
lisuer; or. more ty-pically, placed mdirectly thiough an iniomediaiy in laife danominaiioni. 
Maior purchiKTi of comincrcial paper JDcludc money miricet niDnul fundi, corpontiont, naie 
and local govemmenu, and eommercial banki and Aeir tmn depanmean. BccaBM of d>e large 
dcnommationt and the t^hiiiicaiion of the iiuatinioaal wholeulc buyer*. U.S. CF iaiuen are 
gcneralli cHmpr from rejinTatioii nquiremena. And while tome tradbit in CF doei tike place 

Commercial piper ii a source of liquidity for iuuen aiid a dkon-ierm Rore of value fur invatorir 
Jr lepresenib 1 flexible, low-con ahemative to baok loant, etpecially for ibe lir^eir and moil 
credit" onhy firnu. Within parameten outlined in i CF piopim'i pfotpeciui. iuuen in genenl- 
i> ircc la floii IKK' paper relatively quickly and cheaply. Inveiiore, on the other band, hold fundi 
li CP m anocipilion of near-term outlayi. Ai a rule, inveiton do not eonuder their CP holding! 

Th^t lepon documenii ihe default experience in the |li^l CP marken (ince 1971, the year 
Mood>'» begin tiling ihete inttnunenK. Bw btckfround dan. piniculirly that concerning iuu- 
ei) ir non-U.S. nurkeit. ii often vtr^- icaice. Thui, the infoiinnion p ruc nl e d here ii, in many 

The VS. Commercial Paper Market 

Hi'.m^ etiiied in one form or another lor over lu-o hundredt yeait, the U.S. commcrciil piper 
iTjrke; a ibc largni luch markei m the world. It wai virtually the only CP market in opcntion ai 
ih< ;:in oiiht I9£0i andiiill accounii for roughly tiO percent of gkilal CP ouinanding, 
.^^.-ordinp lo L .S. Federal Reierie figurei. the U.S. commercial piper market toulcd Si4g billion 
11 the end of 1993. HoHt^ec. grovTh in ihii market, » leen in Figure 1, his been vinuilly flu 
i:n.-c leircnd 1969. Iniereitingly, ibc laii few yetn have wen robun growrii in the volume of 
dumei;];. lon^-ierm public corporate debt. One pouiMc oiplanition ii that many long-iemi bond 
it(,:irt rook idvamige of the declme in long-term inreren riiei by iiiuing more long-term debt 
ihir. Bii. required for expiniion porpoKi. Fluih wirh proceedi, ihn* borroweti may have paid 
e--Kn part of their commercial paper ouniandingi, Fdlou'inga large opiul ooilir, ilie imcnflon 
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Finincc compiniei Tcmtin the dominini iuuei in ihc US, CP mrkn, wiih 1391 billion oui- 
iiindinf It vriT-end 1993. vtnui the Silt billion laucd by nonfinanciil tncihn. Ovn tall of 
ihc imin^t compiny CP >'■> plind b>' brokcr-dMlcri. Included in the U.S. CP loiil it 570 billion 
3t piper i»ued h non-Ll.S. companies. 

tiiti on Moody's iiied population, at of Septembei 30. 1993. financial iuiien accounted for 51 
pcrcrni of conimeiciii papci outiunding (KC Figure 21, bldultiial iliuen accounted foi 37 per- . 
;(ni 01 outstanding CP and anothei 1] percent wai iwued bynniCTurcd finance eniitiet. 



Rated Commercial Paper by Sector 



sncuM '^ 



4 Commercial PapeiDefiuiii, 1970-1993 



d by Google 



THE U.S. CP MARKETS -ORDERLY EXIT" MECHANISM 

Sinct I9T2,iImU^ CP mt^ti hu been rdnivtly dcfaah-bK vbn compired lo ia)osg-nnn 
munteipin. Oik reawn for rb< bnktd munbcr of dcbuln )ui beta ihc otdnly exn from die 
mirkci of noubled Cf iuatn bdon ibty could fail. Tliii hu woriud bcciiut invmon btvt bttn 
rcliiivcK uniccqtmt k> lowtr-qiuliiy pmpa. Thii riik ivtnkxi i> pftnmikrlr tm in iht U.S. 
mirkii ind k dnvlDpbic in other CJ mirkeK. 

Currcnily. i men O.t percent of Moody'i-nTed CP curici ■ PniBe-3 ntiiic. Tiu ih e i ni ui e, very 
few VS. CP invetton will purduK nnnied CF or CP med Not Piine. In HlditioTi, HMne deekti 
dcdint 10 mD ptpn u in inwr't credii dcmiontn. Ai t tank, Cf wmudci sfien becomei un- 
(conomical or impiaeiic*l well in idvuice of ■ ponntial defeuh, t H t ai itly brdng the compiny 

Lined in Figure 14 ue exunplei of coopuiin thai defiulted on kng-term debt ifRt adoni the 
CP Rurkn. (In the cue of Chiyiler, the dele on which federi! lefiilitioo providint for knn (uit- 
eniett wj( tinned inio tew it netted ue defitili deie.) AUo lined here iithe Dumber of deyi be- 
fore dcfiuh the iuuet received i Prime-3 rating, and the number of dayi before default that the 
issuer «'ii dovi-nfraded to Not Piime or had iti rating withdrawn (WR), The Not Prime rating or 
u'lihdtau'il of I raring can be lalen ai a rough indicator of the date at which the inuer had either 
eviied iht markr or wai about to exit the market ai cnnent outctandingt matured. According!;, 
ihti umple of iuueri exiled the CFmariicii an average dI 1,W1 dayi oe nearly three yean before 
defauhmg on their long'term debt. 

Another way to coniider rhe effect of the orderly ent procew it to note the drop in outiianding 
ptfci once an iituer bat been downgraded. Berween 1^ and 1919, Moody't announced a toiil 
of 430 rating downgrade! of CP iuueri^ 123 to Ptiine-2, 9S to Piiinc-3, and 111 to Not Prime. 
Fip'jre 15 comparei the average amount of CF (bothU.S, and inttraaiioiul) itported ouiuanding 
duimf the period from one to three monthi before a dovmgradc, compared with reported oui- 
siin>iinE» from three to iix montht after the downgrade. Downgrade* to ptogteuively lower lai- 
irp .-ai^oriei appear to be aiiociated with the removal of progreuively larger volumei of iiiueit' 
CP iTOm the markeii. theitby leducin^ mveiioii' expoture as default becomei more likely. 
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Mr. Stearns. Thank you, gentlemen. 

I think what we are going to do is I am fcoine to open up with 
questions and then we will go to the other side for some questions 
and we will see if some members come back. If not, we might take 
a 10-minute recess. 

Let me start, question always sort of intrigues me. I have gone 
through the list of staff questions and sort of picked this one out, 
and this is for you, Mr. Jones. It is perhaps trying to present both 
sides here and try and get a hearing where we get your input. 

To the extent that a separation of banking from insurance ever 
existed, you know, it is quickly changing here in the marketplace. 
Is there cmy reason why a broker-dealer with an insurance affiliate 
should not be able to buy a bank? And perhaps I think your answer 
would probably be more to the point, but I also would like the rest 
of the panelists to answer that too. 

So, Mr. Jones, I will ask you that question. 

Mr. Jones. Mr. Chairman, in fact today, many organizations who 
are broker-dealers own insurance affiliates and own insured banks. 
In our written testimony, which is on, I think, about page 5 or so, 
we have included a chart that I would call the members attention 
to that shows very clearly the number of firms that cross those 
lines that you have just discussed. 

So in fact today, insurance services are already being provided by 
broker-dealers who own insurance companies who own insured de- 
pository institutions. They offer a wide range of products, whether 
they be automobile loans, home mortgages, credit cards, a wide va- 
riety of financial services. So they have already made this transi- 
tion. 

Mr. STEAltNS. But isnt it true that the bill says they must di- 
vest — the insurance company and securities company must divest 
themselves of insurance of banks? 

Mr. Jones. Yes, that is true. 

Mr. Stearns. Doesn't that sort of tell a different stoiy thftn what 
the bill actually proposes and what you are just saving? 

Mr. Jones. Well, our position is simply that there ought to be 
open competition. If I go back to the example that I talked of before 
where in Red Wing, Minnesota, I am seeing $16 million of deposits 
flow out of my organization every year, I know that I have to have 
products and services that allow me to compete in that market- 
place, to hold those funds in Red Wing, Minnesota, rather than 
shipping them off to New York City wnere they get deployed in 
some other way, other than trying to help the economy of our local 
area grow. 

So the whole issue of banks owning insurance affiliates or insur- 
ance affiliates — or broker-dealers owning banks is not one that I 
can address because of my community banking experience. 

Mr. Stearns. Well, and I certainly understand your general 
point about — ^that the more products that you can sell, the more 
you can keep that bank money in the hometown. 

Mr. Jones. That's correct. 

Mr. Stearns. But if I could, let me ask the other folks on the 
panel, Mr. Fink, what your comment would be. 

Mr. Fink. Yes. The thrust of my testimony is securities firms 
should be able to own — have insurance affiliates and bank affili- 
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ates, and as I indicated, our survey shows 40 percent of the securi- 
ties firms that are mutual fund companies today have an insurance 
aiSliate. It is common for securities firms and insurance companies 
to be affiliating and I think the restrictions in the bill are wrong. 

Mr. Stearns. Okay. 

Mr. Lackritz. 

Mr. Lackritz. Yes, thank you, Mr. Chairman. 

We completely agree with that, and in fact, I would so even fur- 
ther in the sense that not only do you have — the realities of the 
marketplace today are that these products and their financial prod- 
ucts,- they are banking products and services, they are securities 
products and services and mutual fund products and services, and 
they Eire insurance products and services. 

The marketplace is clearly evolving and the lines of demarcation 
between and among these products is clearly being completely 
eliminated. It is, therefore, really important that players who want 
to be financial services providers have as wide an opportunity as 
they can to purchase an affiliate or work with other khids of orga- 
nizations and provide the mix of products and services that th^ 
want to, as long as they are all subject to functional regulation ac- 
cording to the activity ttiat is there. 

So that is the kind of model that we think is the more appro- 
priate model for moving forward in the financial modernization, 
rather than creating a model with all these boxes where certain 
firms, certain companies have to divest certain kinds of things un- 
less they reach a certain percent, and what you have here in es- 
sence would be a Banking Lawyer's Relief Act the way it is struc- 
tured right now. So we think there is a simpler structure that 
works more effectively for everybody enrolled. 

Mr. Stearns. Hearing what you just said, obviously I would say 
that you endorse the banks selling securities too. 

Mr. Lackritz. We have endorsed in a holding company structure 
that there be a separately capitalized securities affiliate, abso- 
lutely. 

Mr. Stearns. Okay. Mr. Tassey. 

Mr. Tassey. That is consistent with our position. We have always 
supported the fullest range of activities in a holding company struc- 
ture with sepfu'ately capitalized afEUiates and functional regulation. 
There is a fair amount of experience with this type of structure in 
the life insurance holding company where many of the sEune prob- 
lems that people are concerned about with insured institutions 
exist as well. 

Mr. Stearns. I am going to ask one short question. 

I asked this to Mr. Levitt, the Chairman of the SEC, dealing 
with new security powers under the H.R. 1062, and this again 
would be for you, Mr. Jones, the ability to deal in municipal reve- 
nue bonds, shouldn't those activities take place at the SEC rather 
than the SID? I mean, your comments on that. 

You might — ^you know, you have a chance now to put on record 
how you feel about this, and some members had some concern; I 
did. Frankly, I will give you a head's up. The SEC didn't seem to 
object to what we have in the bill, but I would be curious e^ut 
your opinion: 
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Mr. Jones. Well, let me again address your question, Mr. Chair- 
man, based on my experiences in a smaller community. 

In Red Wing, Minnesota, a town of 15,000 people, our bank cur- 
rently does quite a bit of business with the city of Bed Wing. In 
terms of the municipality, we help them with cash management; 
we make loans and leases to them. We advise them on financial 
matters. Th^ call us in from time to time. So it would seem to 
make an awful lot of sense that we would be able to continue ^at 
process, plus adding additional products that relate to municipal 
obl^ations. 

The revenue bonds are an issue that we likely would not be un- 
derwriting in a smaller bank, but many banks in our association 
do see the need to do that and are already working with their mu- 
nicipalities much the same way that I have just described we do 
in Red Wing. So to hold them outside of the oank in a separate^ 
capitalized subsidiary seems to be an additional burden, an addi- 
tional cost which may, in fact, make banks uncompetitive in r^ard 
to offering those kinds of services. 

Mr. Stbarns. Thank you. My time has expired, so Ms. Eshoo 
from California has the next opportunity. 

Ms. Eshoo. Thank you, Mr. Chairman. And thank you to the 
witnesses that have come to us to hopefully be instructive. We can 
learn from them and I always appreciate that. I always get an 
awful lot out of these hearings. 

My question is directed to Mr. Jones. Mr. Jones, as you know, 
California voters passed a referendum in 1968 to permit banks the 
sale of insurance products. Would you comment, please, on that de- 
cision and what enects, as you have seen, the decision has had both 
on banking find insurance in California. And if you are suggesting 
that banking activities and insurance have helped California con- 
sumers, if you could give some examples of that. 

Mr. Jones. Well, Congresswoman, I must tell you, I am from a 
small town in Minnesota. 

Ms. Eshoo. Right. 

Mr. Jones. So dealing with questions relative to the California 
experience is a little bit out of my jurisdiction. But I would tell you 
that banks being able to sell insurance products really becomes a 
very important part of the product line that we need to offer our 
consumers. 

Let me take you back to about 1987 when our bank, as a na- 
tional bank, was the only bank — only kind of financial institution 
in Minnesota that could not sell single premium, fixed-rate annu- 
ities. It is instructive. It is not exactly to your question, but the 
point 

Ms. Eshoo. Well, I asked the question of you because you are 
representing the ABA. 

Mr. Jones. Yes. 

Ms. Eshoo. And so perhaps you can get that information to us 
since you can't offer it today, but I think that that could be instruc- 
tive to members as we are examining these areas. 

It is also my understanding that H.R. 1317, as drafted, will not 
harm banks in California who already have the ability to sell in- 
surance products. Can you explain how that bill would adversely 
affect banks in California? You may not be able to since you don t 
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know the California case or cant speak directly to it, given that the 
bill expressly permits current State law to be upheld. 

Mr. Jones, l think the b^gest problem that the ABA sees with 
H.R 1317 is that it allows the State commissioners to define insur- 
ance. What we are mostly concerned about is not the issue 

Ms. ESHOO. But if they have already defined it, and you havent 
had a problem with that— why would it become one? 

Mr. Jones. Each State would have the ability to set their own 
definition of insurance, and what we are concerned about most of 
all is that banks will be discriminated against State by State based 
on providing insurance services. 

Now, again, relative 

Ms. ESHOO. Do you think the State regulators favor insurance 
brokers over banks? Is that what you are saving? 

Mr. Jones. I would say that there would be a very distinct possi- 
bilit? of that. Why shouldn't we not instead craft a law that takes 
discrimination out of the process and allows all competitors to com- 
pete on an equal footing? 

Ms. ESHOO. But can you point to a case where that discrimina- 
tion rausts, though? That is the point that I don't — ^I am not picking 
up on. Perhaps you can offer some examples of that in some writ- 
ten testimony. I don't think you are prepared to do that today, 
but 

Mr. Jones. Examples I think are examples such as this; The fees 
may be higher for banks to get licenses and to enter the business 
Uian insurance agents. The waiting period for obtaining approval 
for a life insurer may be longer for bankers than it is for agents. 
Those are the kinds of things that throw up barriers to the banking 
industrv, that do not put us on a level playing field. 

Mb. ESHOO. And, let's see, I think I still have some more time 
to ask. Given the cliange in H.R. 1062, as reported, to permit banks 
to carry out securities transaction witliin tne bank itself and not 
through a separate affiliate, can you comment on whether tJiis pro- 
vision would adequately protect consumers? 

And I say this with some specificity with reference to the Barings 
Bank in England, which speaks for itself. When we say that, we 
all Imow what happened, so I dont need to go into details. How can 
we be sure that tnls wouldn't happen in — ^under the current struc- 
ture of the bill? 

Mr. Jones. Well, in the case — are you addressing the question to 
me? 

Ms. ESHOO. Whomever would like to answer. 

Mr. Jones. In the case of banlts, really all underwriting would 
have to be done in a separate affiliate Uiat would be SEC regu- 
lated. 

On the issue of 

Ms. ESHOO. Who insures that. 

Mr. Jones. Excuse me? 

Ms. ESHOO. Who insures that? 

Mr. Jones. The bill insures that. 

Ms. EsHOO. I know. But who in terms of insurance? Is that un- 
derwritten or is it the Federal Government that needs to stand 
next to that, like an FDIC insured, so that we laecome — ^I wasnt 
askit^ Mr. Dingell the question. How would that work? 
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Mr. Jones. Is your question — I am a bit confused. Is your ques- 
tion 

Ms. EsHOO. You say it would be done through a separate affili* 
ate. 

Mr. Jones. Yes. 

Ms. ESMOO. Just because it is a separate afTiliate doesnt mean 
that this situation couldn't occur. 

Mr. Jones. Well, if your question is relative to who insures that, 
such as who insures deposits of American depositors, there is no 
insurance to prevent insurance companies from going under. There 
are arrangements within States and between States that back up 
the insurance system, but in cases of insurance products, which I 
hear you asking about, today, America's banks, we believe, are way 
out in front in terms of disclosing insurance products that we are 
selling, talking to consumers about the fact that they are not FDIC 
insured, that tney are not an obligation of the bank. 

A recent survey done by the Profit Marketing Group shows 
banks coming out on top when measured against banks and insur- 
ance companies and securities firms in terms of disclosure to con- 
sumers, which I hear as the central point of your question. 

Ms. ESHOO. And the prot^ection of them, yes. Not just disclosure, 
but protection of them. 

Thank you very much, Mr. Chairman. And if you would, Mr. 
Jones, get back to us in writing on the question that I had submit- 
ted to you. Thank you. 

Mr. Jones. Yes, we will. 

Ms. ESHOO. Thank you. 

Mr. Fields. The gentlelady yields back the balance of her time. 

The gentleman from Pennsylvania, Mr. Klink. 

Mr. Klink. I thank the chairman for his courtesy. 

Mr. Jones, we are not picking on you, but you have got to under- 
stand we have been talked to by people on the insiu-ance side and 
the bank side. We are trying to sort through some of these things. 
I would just like to take a step back for a second from some of tne 
intricacies of this bill. 

As a new member of this committee who served on the Banking 
Committee during the last Congress, my question is really this: 
How can we as Members of this Congress be assured that, if H.R 
1062 is enacted as it is written, at some point we won't be called 
upon to bail out new, large, diversified banks that have experi- 
enced some substantifil unexpected losses from their securities ac- 
tivity? 

Mr. Jones. Well, Congressman, I think history proves, if we go 
back and look at the lOSCfs, that there were very few, if any, banks 
that failed in terms of their securities affiliates or their securities 
business. We believe that, quite to the contrary, a bank's ability to 
remain strong and vibrant and be less of a risk to the Federal de- 
posit insurance system will be — their ability to remain strong will 
be enhanced by the fact that their earnings can be diversified 
through offering additional products, securities products, insurance 
products, a wide range of financial services. 

Today, if we look at what has happened to banking's share of the 
traditional financial services market, it has reduced over the last 
20 years. It has dropped from about 36 percent down to about 26 
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percent during that period of time. We have to be allowed to pro- 
vide additions products and services in order to be able to remain 
strong and vibrant and less of a problem to the FDIC's ineurance 
fund. 

Mr. Klink. I understand what you are saying. They can diver- 
sify, and they have the opportunity of making more money, and all 
is well and good. But you can diversify and you can lose money. 
Indeed, there are a lot of people in the security business that lose 
money. Probably as many people make money as lose money. It is 
just a passing of dollars from one group to another. What if things 
don't end up good? 

And I have to — look, I have to say this because you have to un- 
derstand — I am sure you do. We are in politics, and, worse than 
that, we run for office every 2 years. And the people out there un- 
derstand, people who elect me and elect everybody on both sides of 
the £iiBle, that over the last decade, decade and a half, that several 
thousand banks and thrifts failed. They know that. 

And they know that the cost was about $200 billion. And they 
can quickly figure out that if we had that $200 billion back today, 
we could not only balance the budget this year but we would have 
a surplus. And we wouldn't have to cut their medicare, and we 
wouldn't have to cut back on school lunches, and we wouldn't have 
to cut back on education and job triiining and £dl these other pro- 
grams that have a constituency out there. 

When I go back to town meetings, they are going to say, look, 
Klink, what the heck are you doing? The banks have been running, 
they have been failing, and now you want to put them in the secu- 
rities business? I mean, it is not just me and the rest of the mem- 
bers of this panel that you have to convince. It is the American 
public. And I am not sure that the argument you just gave me did 
that. 

I will give you another bite at the apple. I am not picking at you. 

Mr. Jones. I seem to be a very poptUar witness this morning. Let 
me 

Mr. Klink. That is what happens when you sit in the bull's-eye. 

Mr. Jones. Let me take another run at it. Because I think, first 
of all, relative to safety and soundness issues, the firewalls that are 
in place in H.R. 1062 go a long way to protecting the insured de- 
pository from problems of the securities affiliate. And when you 
speak to the issue of a $200 billion biiilout of banks, I would quar- 
rel with that a bit. It was a $200 billion, or more precisely, I uiink 
about a $150 billion bailout of the savings and loan industry and 
that insurance fund. 

The bank insurance fund certainly did suffer some losses through 
the late 1980's and early 1990's, and the insurance fund of banks 
has been built up by the banking industry with no taxpayer ex- 
pense. So I do feel that I need to make that point very clear. 

Mr. Klink. The premiums for the insurance of the banks are 
charged to whom? The depositors, I believe. I mean, where does the 
money come from to pay that insurance to the FDIC insurance? 

Mr. Jones. Well, the money that banks pay into ttie insurance 
fund comes directly out of their earnings. It comes directly out 
of 
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Mr. Klink. And their earnings come from depositors. Depositore 
are taxpayers. That is my hope — we can't draw a line here and say 
that there is some mysterious group of people here who are not 
taxpayers. We are all citizens of the same country; so, ultimately, 
you are paying one way or you are paying another way. And my 
point to you is, ^our argument is not going to sell in Aliquippa, 
Pennsylvania. It is a promem that I have. 

Mr. Jones. Well, the issue that you raise relative to who pays, 
we need to be instructed by the past. If we go back a few years and 
look at what happened to the S&L industry, they were not able to 
pass along the costs of increased premiums from their customers. 
They had to be bailed out by the American taxpayers. And that is 
the difference. 

It tends to be a different subject than we are talking about today, 
but I hope that I have been responsive. 

Mr. I^INK. You have been responsive. 

I thank you, Mr. Chairman. Yield back what little time I don't 
have. 

Mr. Fields. The Chair appreciates that. 

The Chfiir will now recognize the gentlelady from Arkansas, Ms. 
Lincoln. 

Mrs. Lincoln. Thank you, Mr. Chairman. 

We will give Mr. Jones a rest. 

A couple quick questions to Mr. Lackritz and Mr. Fink. The secu- 
rity firms and the mutual funds have generally been extraor- 
dinarily resourceful in creating new products and services that re- 
spond to the needs of the marketplace the investors, and which fa- 
cilitate some of the essential functions of capital formation that we 
look for. 

What could you tell us would be the impact, if any, from 1062 
on that — ^in terms of the development of innovative new products 
and services in the flnancial marketplace? 

Mr. Lackritz. Well, I think the concern that we have with the 
regulatory structure that is currently in this bill is that it would 
ultimately stifle innovation and stifle some creativity and reduce 
the entrepreneurial risk-taking activities that are really at the core 
of the securities business. 

And the reason for that, I think, is that the r^ulatory structure, 
as it is currently contfiined in this bill, creates a very — Rube Gold- 
berg is about the best description I can give you of the different 
boxes that different kinds of firms have to go into, depending on 
their product mix, depending on how much of their capital goes 
into a particular line of business. And, therefore, there is not the 
functional regulation that has focused on investor protection and a 
clear, direct consistent line of regulation that ideally you would 
want to have in a financial regulatory structure. 

With the consistent regulatoi? structure that permits firms to in- 
novate, you wouldn't have to be concerned that if you created a 
new product, for example, it mi^t move you into a different cat* 
egory of institution that, therefore, would have a different regu- 
latory structure to comply with. But I think that is the chilling ef- 
fect that I would be concerned about. 

Mr. Fink. We are very concerned about having the Fed as the 
umbrella regulator because I think histoty in other countries shows 



d by Google 



280 

that a banking regulator's instinct is to stifle risk-taking and inno- 
vation. It is the opposite. 

And Professor John Coffee of Columbia just wrote a recent article 
that I read that we cite in our testimony and said that had there 
been an umbrella banking regulator in the early igT^s. Probably 
that regulator would not have permitted the growth of money mar- 
ket mutual funds because they impose a competitive threat to the 
banking industry. 

So I think that provision in this bill is a terrible thing, and I am 
very surprised that at a time when the country and the Congress 
is trying to get less government that there is a proposal for a single 
financial czar, in effect. And I have a lot of respect for the Fed, but 
I think it is the wrong way to go. 

Mrs. Lincoln. I dont want to exclude Mr. Jones. Would you like 
to comment on that? 

Mr. Jones. From our point of view, we believe that the Federal 
Reserve is best able to ju<^ changes in the economy and, there- 
fore, make ai^ustments in regulation relative to this, and we are 
comfortable with the Federal Reserve being involved in the regula- 
tion. 

Mrs. Lincoln. I would also like to know what you think in terms 
of the testimony that was given on Tuesday by the OCC that sug- 
gested the legislation would spell potential disaster for small- and 
medium-sized companies, which is what I see most of in my dis- 
trict, in seeking capital for growth. Would any of you have a com- 
ment on that or does the ABA have a position on that? 

Mr. Jones. Well, I don't know the full context in which the OCC 
made that comment, but small- to medium-sized businesses are 
typically shunned by Wall Street. They are not profitable for them 
to deal with. So to the extent that banks of all sizes are able to 
be involved in a broader range of services to serve those companies 
and able to attract capital for those companies, we would certainly 
support that. 

Mrs. Lincoln. Do any of you other gentlemen have a comment? 
It seems to me in recent years that they have worked with the SEC 
to make it less costly for small businesses, to become publicly held. 
Is that not correct? 

Mr. Lackritz. There have been a number of initiatives to try and 
increase the access of capital for small businesses. 

There was a legislative proposal in the last Congress to speed the 
development of the secondary market for small business loan 
securitization. In fact, the securities industry has been quite active 
in tiying to securitize small business loans in order to provide more 
capital to small business owners and leverage — more extensively 
leverage. 

And that is consistent with a lot of other innovations, whether 
it is money market funds, whether it is commercial paper, whetiier 
it is other innovations that the securities industry has brought into 
financial services. Those have all happened in part because of SEC- 
style regulation, rather than Federal Reserve Board regulation, 
and so I guess I would just go back to the point Mr. Fink raised 
before and emphasize that. 
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Mrs. Lincoln. Thank you, Mr. Chainnan. I yield back the bal- 
ance of my time. 

Mr. Fields. The Chair appreciates the gentlelady yielding back. 

The Chair will recognize himself for jnat a few minutes, just to 
follow up, if I could. 

Mr. Lackritz, Mr. Fink, let me ask vou, ia there perhaps a way 
to a(ijust this in a way that works? You know, certainly it is the 
hope of this committee to be cooperative with the Banking Commit- 
tee £ind move a piece of legislation that does help, does recognize 
that the world hfis changed, recognizes the need to modernize. 

Is it possible in a model, something that would be similar to tak- 
ing the existing bank-eligible securities, leaving that as it is now, 
taking the SIDs as they nave been proposed, combining those into 
one SID, functionally regulated by the Securities and Exchange 
Commission with the same or similar capital requirements that a 
separate affiliate would have? 

Mr. Fink. I will leave— Mr. Lackritz is the SID expert. 

I would simply say that you have been presented with a bill that 
is based on a model of bank regulation. You have A banks here 
with their own model, securities firms here with their model, and 
whoever put this bill together just grabbed model A and put it on 
the whole thing. I think there is room for compromise and accom- 
modation. 

I am not answering your SID question. I think this question of 
whether you need a czar regulator, there can be compromise, and 
our testimony tries to offer some. 

Mr. Fields. If I could interrupt you just very quickly, because 
there is great sympathy for the testimony that you have given and 
even the response that you have just given to me, but there is also 
a recognition that there is a dynamic here and there is a strong 
belief that things should be functionally regulated, a sentiment of 
this subcommittee. And I guess what I am aslung is, is there a way 
to perhaps make this work, to make this acceptable? 

Mr. Fink. Yes. For example, if there is a feeling by the Fed or 
the Banking Committee that where there is a large bank involved, 
you need a parent — ^you need to regulate the holding company. You 
could have a compromise in this bill that B£iid if a securities firm 
acquired a small bank that was less than X percent of the assets 
of the holding company, then there would not be Fed oversight. If 
it was a lat^ bank that was a large — so that issue, I can imagine 
a number of compromises if that is what you are asking. There is 
a way to accommodate the two. 

On the SID securities affiliate issue, I would really defer to Mr. 
Lackritz. 

Mr. Lackritz. Thank you. 

With respect to the SID and how to regulate the securities and 
how do you get functional regulation, I meim, there are three dif- 
ferent problems here. One of the problems is that permitting banks 
to do any kind of securities activihr in the bank without it being 
in either a separately capitalized affiliate or in a separately identi- 
fiable department creates an impossible situation from the stand- 
point of functional regulation. You can't get there from here. 

If, on the other hand — ^we think the ideal solution is to require 
all securities activities to be conducted in a section 10 separately 
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capitalized affiliate. We think that makes the most sense, that is 
the clearest, that is the easiest to enforce. And from the SEC's 
standpoint, that would make the most sense. 

If it turns out that, for whatever reason, that is not feasible, 
then, at a minimum, the SID has to be registered with the SEC, 
subject to capital requirements and the full panoply of SEC regula- 
tion. Otherwise, it is not workable. 

And I defer to the SEC in terms of whether or not that kind of 
situation is even workable. We think the clearest solution and the 
cleanest solution is to put everything in a separately capitalized af- 
filiate. 

Mr. Fields. A^ain, that is feasible and makes sense; but, again, 
there is a different dynamic here. 

Let me go back and focus for just a moment or have you focus 
on the capital requirements. Because, as I understand, the require- 
ments by the Fed are different than the requirements — capital re- 
quirements required by the Securities £md Exchfinge Commission. 
Is there a way to rationalize those or should it purely be the SEC 
capital requirements? 

Mr. Lackritz. Our view is that functional regulation means just 
that, and that if someone is in the securities business they should 
be subject to the capitftl requirements of the SEC no differently 
than anybody else that is in the securities business. 

With respect to the question of bank capiteil and with respect to 
the level of risk-based capital and that kind of thing that is con- 
tained when you get into the holding company structure and what 
should be counted, the most important issue, it seems to me, from 
the standpoint of the safety and soundness concerns of the Fed, 
coupled with the investor protection concerns of the securities regu- 
lators, is to make sure that you don't have a double counting of 
capital and that the broker-dealer capital is not viewed by the Fed 
as being part of any kind of holding company level capital. 

Mr. Fields. Chair's time has expired. 

The gentleman from Michigan, Mr. Dingell. 

Mr. Dingell. Mr. Chairman, thfmk you. 

Gentlemen, if a bank were to engage in securities activities in a 
portion of the bank which would not be fully separated and not 
under SEC regulation, they would not then have to do the following 
things: one, to take series 6 and 7 exfims or to participate in the 
continuing education requirements. Two, they would be exempt 
from SRO and SEC recordkeeping and inspection requirements. 
Three, they would be exempt from NASD investor protection rules. 
And, four, SEC and SRO rules to insure financial responsibilities, 
especially the SEC net capital rule, would not apply to them. Is 
that right? 

Mr. Lackritz. That is correct. 

Mr. Dingell. That is correct. Now, Mr. Jones, why do you want 
banks to be exempt from those things? 

Mr. Jones. Well, Mr. Dingell, currently 

Mr. Dingell. I am sure there is a good reason. 

Mr. Jones. Currently, as banks are providing securities broker- 
jige activities for their customers 

Mr. Dingell. They are exempt from those things? 
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Mr. Jones. We are, as an industry, requiring our people to take 
series 6 and series 7 licenses. 

Mr. DiNGELL. But why do you want banks to be exempt from 
these? 

Mr. Jones. Because today 

Mr. DiNGELL. You have a good reason. What is it? Give it to me 
in 25 words or less. 

Mr. Jones. I will do my best. Today, the securities activities that 
are being handled in banks are being handled in the banks them- 
selves, as opposed to in a separately capitalized subsidiary. 

Mr. DiNGELL. This would essentially continue that. 

Mr. Jones. And we support the fact that it can be done in the 
bank as opposed to in a separately capitalized subsidiary without 
adding costs to the process. 

Mr. DiNGELL. Without adding — without affording any of these 
protections to the investors; isn't that right? 

Mr. Jones. Well 

Mr. DiNGELL. And what I am asking is, why do you want an ex- 
emption from these? There is a good reason, and I know you are 
going to tell it to me. What is it? 

Mr. Jones. We as an industry have gone a long, long ways to- 
wards full disclosure. 

Mr. DiNGELL. Let me repeat the question because I want you to 
have it vety clearly before vou. You want an exemption from these. 
Why is it that you want to be exempt from these requirements? 

Mr. Jones. Your question is, why are we 

Mr. DiNGELL. Why do you want to be exempt from these require- 
ments? Obviously, there is a superb reason. What is that reason? 

Mr. Jones. Today, Mr. Dingell, we are — we are subject to many 
of the 

Mr. DiNGELL. You are not subject to any one of these. You are 
subject to bank regulators' guidelines and such hit-and-miss re- 

auirements as they would impose upon you in connection with 
lese kinds of activities, none of whicn Etre directed specifically at 
activities which are investor-oriented services. Now, why do you 
wish to be exempted from these? 

Mr. Jones. My point, Mr. Dingell, is that we are really not. We 
are currently today acting with a third party carrier for securities 
products. We are subject to NASD rule. We are subject to 

Mr. DiNGELL. Only to the degree that the bank regulator wants 
to apply them. 

Mr. Jones. And the bank regulators apply them with great fero- 
ciousness. 

Mr. DiNGELL. Do you agree Mr. Lackritz? How about you, Mr. 
Fink? Do you agree with that? 

Mr. Lackritz. I don't agree with that, no. 

Mr. DiNGELL. Do you agree with that Mr. Fink? 

Mr. Fink. No, I do not. 

Mr. Dingell. Let's go through it. Why do you want to be out 
from under the SEC recordkeeping and inspection requirements 
and the SRO inspection and recordkeeping requirements? 

Mr, Jones. Currently, banks are providing, through many third 
party carriers, securities brokerage activities, and we do keep very 
accurate records and comply with all of the SEC requirements. 
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Mr. DlNGELL. You do? 

Do you agree with that, Mr. Lackritz? Do you agree with that, 
Mr. Fink? 

Mr. Lackritz. I don't know enough about all of the record- 
keeping requirements. My understanding is that they dont have 
the comparable requirements. 

Mr. DiNGKLL. And they are not enforced in the same way 

Mr. Lackritz. That is correct. 

Mr. DlNGELL. [continuing] as they are through the SROs and 
through the SEC? 

Mr. Lackritz. That is correct. 

Mr. DlNGELL. Mr. Fink. 

Mr. Fink. I am not an expert in bank brokerage activities. 

Mr. DlNGELL. Nobody is because banks all have their own rules. 
This bank decides to do it one way and if the regulator says he 
wants to do it that way, that is fme. 

Mr. Fink This may not be responsive, Mr. Dingell, but my un- 
derstandine is of mutual fund sales through banks, some SO per- 
cent by volume are done by SEC festered brokers, subs of the 
banks. Factual answer. 

Mr. DlNGELL. Then why would Mr. Jones want the other 20 per- 
cent of those sales to be exempted? Can you tell us about that. Mr. 
Jones? 

Mr. Fink. I am happy to say that is a question for Mr. Jones. 

Mr. DlNGELL. In fairness for the record, Mr. Jones, why do you 
want the other 20 percent of those good-hearted folk to be exempt- 
ed? 

Mr. Jones. Mr. Dingell, the 20 percent that Mr. Fink talks about 
is really not exempted. 

Mr. Dingell. They are not? 

Mr. Jones. They are not. 

Mr. Dingell. Ttiey are or they are not? Are you going to tell me 
that they are covered in full the same way as if they were a broker* 
dealer or that they are not covered in the s£ime way as if they were 
a broker-dealer? 

Mr. Jones. Mr. Dingell, I think probably the best thing we could 
do for you is to summzirize these points and how the banking in- 
dustry is offering these products today for you. 

Mr. Dingell. See, Mr. Jones, you are dealing with a very pecu- 
liar ^y. I am just a poor Polish lawyer. I am not a very sopnisti- 
catea fella, and I don't understand these things unless I get uie an- 
swer to the question in the way I ask it and the way I want to hear 
it. 

So you have all these good-hearted bankers who are exempt, 20 
percent of them. They are not members of NASD, they are not 
members of one of the exchanges, they are not part of any of the 
SROs, and they are not under SEC regulation. They are under 
bank regulation. 

And why would 80 percent of the banks' sales of mutual funds 
be regulated and why should 20 percent not? Don't you want to 
have that 20 percent treated the s£ime way so that all these bank- 
ers are playing on a fair and level and even playing field? 

Mr. Jones. Mr. Dingell, we believe that, to every extent possible 
today, that banks are complying with SEC regulation and with all 
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of the regulations relative to the sale of mutual fVinds. I must tell 
you that, occasionally, banks in very small communities, very small 
communities, act as agent for their customers, but Uiey make every 
disclosure in terms of not being an FDIC insured 

Mr. DiNGGLL. They are not required, however, to make those dis- 
closures, are they? And so if they forget to make that disclosure, 
they are not subject to any discipline, are they? 

Mr. Jones. Mr. Dingell, actufdly, they are required — ^they are re- 
quired to make those disdosures, both bank regulators on the Fed- 
eral level 

Mr. Dingell. The 20 percent that are exempt? 

Mr. Jones. The OCC and the FDIC have made it very clear that 
we must disclose on all fronts that these products are not FDIC in- 
sured. 

Mr. Dingell. Let's go to the next point. Why should banks not 
meet SEC capital requirements? 

Mr. Jones. I presume, Mr. Dingell, you are addifessing this to 
me. 

Mr. Dingell. I am, indeed. I know that you are expert on banks. 

Mr. Jones. It is nice to be this popular. 

There is a different — there is a different approach to capital re- 
quirements with securities' firms and banks. Banks have capital re- 
quirements based on credit risk. Securities firms have capital re- 
quirements based on liquidity risk. And to take the apples and or- 
anges and put them together into one capital requirement does not 
seem to m^e sense. 

Mr. Dingell. Let's look at this for a second. You have got your 
bank that doesn't have to meet the liquidity requirements that are 
imposed on SEC-reguleted entities. Then the failure to meet that 
becomes a responsibility of the general overall capital structure of 
the bank, does it not? So if I am a banker and I am not meeting 
the net capitiil requirements of the SEC, I am then responsible to 
my depositors or the people who do business with me out of the 
capital which is regulated by the bank regulators; isn't that right? 

Mr. Jones. And that is the reason that H.R. 1062 requires lire- 
walls to protect the deposit insurance. 

Mr. Dingell. Don't mention firewalls or you will confuse me. 
The answer to the question is yes, isn't it? 

Mr. Jones. The answer to the question of whether 

Mr. Dingell. The answer to my question is yes. 

Mr. Jones. Could you plecise repeat it? 

Mr. Dingell. The question was, if a bank is not subject to the 
liquidity and net capital requirements imposed by the SEC, they 
then are responsible to their depositors or to their customers on the 
basis of the capital structure that is imposed upon them by their 
regulators; isn't that right? 

Mr. Jones. Not if firewalls are in place to protect the bank. 

Mr. Dingell. Never mind the firewalls. Just answer the ques- 
tion. 

Mr. Jones. In the bank, yes. 

Mr. Dingell. In the bank, yes. So that means, then, that the 
bank is responsible to its depositors if there is some sort of misfor- 
tune on these kinds of transactions on the basis of capital which 
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is essentially mixed into the government guarantee of liquidity of 
banks tjirough the bank insurance structure; isnt that right? 

Mr. Jones. Well, the people that are— excuse me. 

Mr. DiNGELL. Just yes or no. It would help us both because then 
I can go on. You remember the question? 

Mr. Jones. Half no. Because, actually, the people that are at risk 
when bank capital is at risk are the shareholders of that organiza- 
tion. 

Mr. DiNGELL. I am sorry? 

Mr. Jones. The shareholders of the bank are the ones that hold 
the capital, not the depositors. 

Mr. DiNGELL. But, m any event, it is the capital which then is 
at risk, and so the risk really comes around to oe laid, ultimately, 
upon the government. If a bank is in this in a big way and the 
bank has some big loss, ultimately, they are playing with not only 
the capital of their investors, the money of their depositors, but 
tiiey are also taking risks that can be expected to be met in a fair 
degree by the responsibility of the Federal Government on the Fed- 
eral bank insurance fund; isn't that right? 

Mr. Jones. No, I do not agree with that. I believe that banks 

Mr. DiNGELL. Since you don't agree with that, what is there in 
this that guaranteed that the Federal Government's FDIC is not at 
risk? 

Mr. Jones. There is not a guarantee. However 

Mr. DiNGELL. There is nothing. All right. Now you have com- 
forted me. Let us proceed here. 

Mr. Jones. Excuse me. 

Mr. DiNGELL. If securities are conducted in the bank's SID, why 
should the bank's SID be exempt from the SEC net capital require- 
ments? There is obviously good reason. I want you to give it to me 
in 25 words or less. 

Mr. Jones. I touched on it briefly before, Mr. Dingell. 

Mr. DiNGELL. Do it E^ain, if you please. 

Mr. Jones. And that is the issue that securities' firms are hold- 
ing capital in order to protect them figfiinst liquidity risk. Banks 
Eire holding capital to protect themselves against credit risk. They 
are totally different concepts. 

Mr. DiNGELL. So you are telling me then that the bank SID has 
the bfink's capital behind these activities. Is that what you are tell- 
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■. Jones. No. 

Mr. DiNGELL. Well then, what is it that guarantees the liquidity 
of the bank's SID to meet the calls that might be placed through 
defalcation, misfortune, rascality, thefl or wnatever it might hap- 
pen to be? 

Mr. Jones. Under almost every circumstance the bank capital 
will be the same or greater because of the capital included in the 
SID. 

Mr. DiNGELL. How do you know that? 

Mr. Jones. Our people are telling me 

Mr. DiNGELL. You have got a very, very excellent coach sitting 
in the back. Give them my compliments. 

Mr. Fields. The gentleman's time is idmost expired. 

Mr. Dingell. Could I just get an answer? 
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Mr. Jones. Mr. Chairman, believe me. I have seen this red light 
on for a long time. 

Mr. Fields. The question is, are you seeing red yet? 

Mr. Jones. No, no, I wouldn't say that. But, Mr. Dingell, we have 
run numbers on capital calculations, and we would he happy to 
supply you with them. That would prove our point. 

Mr. Dingell. I would be delighted to get them, but you still 
havent answered my question. 

Mr. Lackritz, would you answer my question? 

Mr. Lackritz. That is the problem with the structure, Mr. Din- 
gell. The problem with the structure is that you don't have any 
capital requirement behind the SID; and, therefore, you don't have 
any capital that is backing up the obligation to protect investors or 
liquidity crisis or anything else; and, therefore, the capital of the 
bank would be at risk in that kind of situation, which would mere- 
ly expand the safety net, expand risk to depositors and expand risk 
to the taxpayers. 

Mr. Dingell. Now, if you permit, Mr. Chiiirman, just one more 
question, because I know this is going to help me a lot. In this mat- 
ter that we are discussing, we have an insurance program which 
has protected the people who leave their shares with the securities 
investment houses regulated by the SEC and the SROs. How would 
depositors be protected under the exemption which would be given 
to the in-bank SID? Would there be any protection for those shares 
or would there be none? 

Mr. Jones. Mr. Dingell — Mr. Dingell, first of all, if you are talk- 
ing about SPIC insurance 

Mr. Dingell. Yes. 

Mr. Jones, [continuing] it protects people from misappropriation, 
defalcation, fraud, those sorts of things. 

Mr. Dingell. That is correct. 

Mr. Jones. It does not prevent someone from losing their money 
based on an inappropriate investment. 

Mr. Dingell. 'That is correct. It will surprise you, but I do know 
that. 

Mr. Jones. And there is no retail SID embodied in this I^sla- 
tion, as I understand it. 

Mr. Dingell. There isn't? Well, it is fair to observe that any ac- 
tivity which a bank could persuade the Fed was a banking activity 
would fall into that category, would it not? 

Let me hear from Mr. Lackritz. Mr. Lackritz, I want you to help 
both Mr. Jones and I. We desperately need it. 

Mr. Lackritz. My understanding is that there is an option in 
this bill for a retail-oriented SID and that that is an option that 
is available to a bank that wishes to engage in these activities. 

Mr. Dingell. You say that there is or is not? 

Mr. Lackritz. There is. 

Mr. Fields. If the gentleman would yield. I think there may be 
additional questions that we may want to present to the panel, and 
the Chair wants to take one quick moment and ask Mr. Lackritz, 
if I could, because I asked just a moment ago if it is possible to 
rationalize the standard between — the capital standard between 
the Fed and the SEC, and you said it was not. And if I understood 
the testimony of Mr. Jones just a moment ago, he talked about the 
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Fed standard really being a standard based on illiquid assets and 
that is why you have that particular standard, and the standard 
that you have to live with is a standard based on liquidity. 

And so, if I understood the testimony, it seems that he is almost 
arguing that if something is a security type — if it is functionally 
regulated by the SEC, it would seem that the standard should be 
an SEC capital standard. I mean 

Mr. Lackritz. That is right. That is exactly right. But all this 
discussion, I think, and the question of what is the basis for the 
capital requirements by the Fed or what is the basis for the capital 
requirements by the SEC and the fact that there may be two dif- 
ferent purposes highlights the concerns, I think, that everybody 
has, the appropriate concerns about mixing these functions up, 
which leads back to the structure of this bill and why it is so im- 
portant, we think, to create separately capitalized amliates to con- 
duct this business. That is the clearest and easiest way to provide 
for functional regulation. 

Mr. Fields. Thank you very much. 

The gentleman — another gentleman from Michigan, Mr. Stupak, 
has been waiting very patiently. Mr. Stupak. 

Mr. Stupak. Mr. Chiiirman, because I was at another committee 
meeting I did not have the benefit to hear this panel, so I don't 
think it would be appropriate for me to ask questions at this time. 

Mr. Fields. The gentleman from Ohio, Mr. Gillmor. 

Mr. Gillmor. No questions. 

Mr. Fields. The ranking minority member of the Telecommuni- 
cations and Finance Committee, Mr. Mfirkey. 

Mr. Markey. Thfink you, Mr. ChftirmEin, very much. 

Mr. Fink imd Mr. Lackritz, if I may, in much of the testimony 
that has been submitted we see mention of the concept of a two- 
way street. Even though most of this bill is directed towards pro- 
viding banks with new powers to conduct business in other fields, 
supporters of the bill refer to a two-way street to suggest that H.R. 
1062 gives securities firms and investment companies a fair oppor- 
tunity to get into the banking business. 

My question to you is whether, in your judgment, the two-way 
street created in H.R. 1062 is fair and adequate. Your testimony 
suggests that securities firms may have to divest substfuitial smd 
possibly highly successful lines of business if they want to be able 
to get into banking, while no similar hurdles exist for banks them- 
selves. So it seems to me like it is a two-way street. 

On the banking side, it is an eight-lane highway; and on the se- 
curities side, it is a one-lane, with potholes and a very expensive 
toll booth blocking the on-ramp. And I would like to get your views 
as to how close I have come to accurately describing that situation. 

Mr. Fink. Well, if I can start — that is a heck of an analogy to 
try to beat so I won't try it. But it is — practically, it is no two-way 
street. Most of the large securities firms, mutual fund companies, 
have insurance affiliates or real estate affiliates or commercid af- 
filiates. Forty percent, according to our survey of the mutual fund 
industry, has insurance affiliates. Fourteen percent are real estate 
affiliates. 

They are all blocked from going into banking. Every one of the 
12,000 or whatever banks in the country under this bill has a su- 
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perhighway to go into the securities business, and X percent — 60 
percent, 40 percent — of the securitv industry is barred unless it is 
going to give up longstanding afGliations. And I have never seen 
any of those amliations ever cause a problem to a securities flrni. 

I would like to hear — if the premise of this legislation is that 
commercial banking and securities activities are so close they 
ought to be allowed to be merged and Glass-Steagall either was a 
mistake or is antiquated, if that is the thesis, then why, even 
Uiot^ the securities industry has always had the affiliations and 
there are no problems, are you now saying to securities firms, you 
can't enter banking unless you give up those affiliations? It doesn't 
make any logical or historical sense. 

I won^ try to beat your analog, but it is the Massachusetts 
Turnpike versus a dirt road on the Cape or something like that. 

Mr. Markey. Let me ask— ditto marks there? 

Okay, Mr. Lackritz. Let me ask you a different question, Mr. 
Lackritz, if I can, if you might help to clarify an issue that arose 
on Tuesd^. 

The Federal Reserve stated that H.R. 1062 gives no new securi> 
ties powers directly to banks; it merely preserves those that banks 
already have. The new powers that are created by the bill, accord- 
ing to the Fed, are given only to sep£irate affiliates of the bank, not 
directly to the bank itself Implicit m this reading of the bill is that 
no new direct risks to taxpayers and the bank insurance fund has 
been created. Is that your understanding of the bill, Mr. Lackritz? 

It has been suggested to me that this bill allows banks for the 
first time to underwrite and deal in virtually all types of municipal 
revenue bonds. Could you describe for us the significance of that 
decision? 

And perhaps you might include in your response a description of 
the range of securities that are fairly characterized as municipal 
revenue bonds and the risks t^t accompany those types of invest- 
ments. 

Mr. Lackritz. Sure. I would be happy to. 

First of all, if the testimony of the Federal Reserve was that 
there was no — there were no new securities powers given directly 
to the banks, I don't believe that is correct. It is clear in this bill 
that it clearly would make municipiil revenue bonds bank-eligible 
securities Eind would make them eligible to be done inside a bank, 
not in a separately capitalized afiuiate and not in a separately 
identifiable department of the bank. That creates — ^that is a broad- 
er power. 

The other significant new power in here with respect to conduct- 
ing securities activities in the bank is the povier that the Federal 
Reserve Board would have, by its own authority, to define products 
that are close to bank — closely related to banking or financial ac- 
tivities that would be permitted to be done inside a bank. And the 
discretion that is given to the Fed to make these determinations 
would be such that, in fact, the Fed would be able on its own initia- 
tive to declare all kinds of products to be financial in nature or 

Mr. Markey. So it will create substantial new risk? 

Mr. Lackritz. Absolutely. Absolutely. 

Mr. Markey. Do you agree with that, Mr. Jones? It will create 
substantial new risk for the depositors? 



d by Google 



290 

Mr. Jones. Of municipal revenue bonds, is that your question? 

Mr. Markey. When the bank is engaging in that type of activity, 
will it not put at risk the depositor and, ultimately, the taxpayer? 

Mr. Jones. Well, I would take exception with it on one level be- 
cause I believe that commercial bfinks have had, as one of their 
principles and longstanding products, the whole process of under- 
writing credit risk. We understand how to underwrite credit risk. 

Mr. Maskey. I understand that. But what happens if there is a 
big crash? Are only your shareholders going to be responsible or 
will depositors and taxpayers also be liable? 

Mr. Jones. Is this back to the Question of banks being capitalized 
and the capital not being included in the bank? 

Mr. Markey. Yes. I know you know how to underwrite it, but do 
you know how to keep the market at 4,500 for eternity? Do you 
know how to do that? 

Mr. Jones. I am sorry. I didn't hear that. 

Mr. Markey. Do you know how to keep the stock market at 
4,500 for eternity? I know you know how to write the document 
that will engage in the financial transaction, but I want to know 
if you can guarantee prosperous financial results for all of these 
products. 

Mr. Jones. My response is that the banking industry has been 
handling municipal general obligation bonds for a long, long time. 
This .is a very small departure from that, and I do not see any 
m^or risk. 

Mr. Markey. Well, I think that we might just disagree as to the 
difference between plain vanilla and potentially nitroglycerin in 
terms of the handling of 

Mr. Lackritz. Could I just address that for a second, Mr. Mar- 
key? I think the data wiU show, if you look at the data and you 
look at the rate of default or failure with respect to— ^general obli- 
gation bonds are backed by the full faith and credit of the govern- 
ment. Revenue bonds are secured by a revenue stream that may 
come in and it may not come in. 

I don't have the data in front of me, but I have seen data that 
shows that the rate of default among revenue bonds is significantly 
higher than the rate of default for general obligation bonds. 

Mr. DiNGELL. Will the gentleman yield? 

Now, here is the way this would work. You have got a big market 
break. Before the big market break, let's say a good-hearted bank 
undertakes the responsibility of underwriting a ms^or issue of reve- 
nue bonds. That means they, at that point, own the bond. They 
have the whole inventory. They make their money on the sfde, from 
the fees and all that sort of stuff. 

Now, the market breaks. The bond which they thought they 
could offer at, let's say, 102 or 103.5f or something like that, all of 
a sudden can only go on the market at 97. They have sold some 
of these bonds at 103 bo they can't call them back. The bank is now 
responsible for the loss between 103 and a half and 97. And if the 
bonds go to 90, which they have done, they are then down some- 
thing like 13.5 points. They have to keep that. 

Now, the question again for Mr. Jones is, who is responsible for 
that loss? Mr. Jones, you want tc tell us who is responsible? Is it 
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the bank? Is it the shareholders? Is it the depositors? Or is it FDIC 
or all of the above fortunate people? 

Mr. OxLEY [presiding]. The witness can respond, and then we 
will have to move to the next panel. 

Mr. DiNGELL. Can't Mr. Jones tell me? 

Mr. OxLEY. Yes. 

Mr. DiNGBLL. Mr. Yingling is sitting right behind him, and he 
has been briefing him very well as we have been going forward. 

Mr. OxLEY. Mr. Jones may answer and then we have got to move 
on. 

Mr. Markey. If Mr. Jones would just factor in inverse floaters as 
well. It is very important to me to tell me how you handle that. 

Mr. Jones. Mr. Dingell and Mr. Markey, first of all, inverse 
floaters is not a topic that I am familiar with. I am not a securities 
lawyer and our bank does not deal in them, so I cannot be respon- 
sive to that question. 

Mr. DiNGBLL. But other banks will. 

Mr. Markey. We don't like you deeding in things that you don't 
know anything about in terms of your own testimony. 

Mr. Jones. I am talking about my bank in Red Wing, Minnesota, 
and where I come from. 

Mr. Dingell. It strikes me that we probably ought to protect you 
against this peril, your bank, and the thought is that maybe we 
just ought to protect other banks and bankers and other investors 
and the taxpayers from this kind of a risk. 

Mr. OxLEY. The gentleman's time has expired. 

We appreciate the witnesses and their testimony, and this panel 
is dismissed. 

We would like to welcome our third panel and final panel. 

Mr. GiLLMOR. Mr. Chairman, may I be recognized out of order 
for about 30 seconds? 

Mr. OXLEY. Yes, be glad to recognize the gentleman from Ohio, 
Mr. Gillmor. 

Mr. Gillmor. Mr. Chairman, I just want to be recognized out of 
order very briefly to note that the panel has a long-time friend of 
mine and friend of yours who I have known since he has served 
in the Governor's Office of Ohio and was the Chairman of the In- 
dustrial Commission of Ohio £uid is now an outstanding insurance 
executive in this country. So I would like to joining in welcoming 
a Ohioan, Craig Zimpher. 

Mr. OXLEY. I appreciate that. I am sure he does as well. 

We will introduce our panelists and then begin: Mr. Drew 
Pfirrman is our first witness, Senior Vice President and Counsel 
for Fleet Financisil Group. Our second witness, Samuel Baptista, 
President of Financial Services Council; the aforementioned Craig 
Zimpher, Vice President of Government Relations with Nationwide 
Insurance based in the Buckeye State; and, finally, Steven Foster, 
Commissioner of Insurance for the Commonwealth of Virginia. 
Welcome to all of you. 
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STATEMENTS OF DREW PFIRRHAN, SENIOR VICE PRESIDENT 
AND COUNSEL, FI^ET FINANCIAL GROUP; SAMUEL BAP- 
TISTA. PRESIDENT. FINANCIAL SERVICE COUNCII4 CRAIG 
ZIMI^ER, VICE PRESIDENT OF GOVERNMENT RELATIONS, 
NATIONWIDE INSURANCE ENTERPRISE; AND STEVEN T. FOS- 
TER, COMMISSIONER OF INSURANCE, COMMONWEALTH OF 
VIRGINIA 

Mr. OXLEY. And, Mr. Pfimnan, you may begin. 
Mr. Pfirrman. Thank you. Chairman and members of the sub- 
committee, I am Drew Pnrrman, Senior Vice President and Coun- 
sel of Fleet Financial Group. I appreciate the opportunity to testify 
today on behalf of Fleet in support of H.R. 1062 and urge you to 
report this legislation favorably because enactment of Glass- 
Steagall reform lenslation will continue the fine work started last 
year oy the 103rd Congress to modernize the Nation's financial sys- 
tem by enacting nationwide banking and branching legislation. 

In enacting H.R. 1062, we urge the committee to reject amend- 
ments dealing with bank insurance issues, such as H.R. 1317, 
which are anticompetitive and undermine the development of an ef- 
ficient financial sector that is competitive, both domestically and 
overseas. 

We were interested to hear Chairman Bliley's opening remarks 
that this issue of permitting afGliatlon between banks and securi- 
ties firms with insurance companies is not accomplishable at this 
time. We at Fleet fee) that, at some point, a compromise that al- 
lows affiliation in a balanced way, that expands consumer choice, 
must be accomplished; and we stand ready to participate in that 
process. 

There were three essentiftl elements that we — ^in any compromise 
on bank insurance activities. Number one. Federal preemption. We 
feel that State anti-affiliation affiliation, statutes which prevent 
otherwise legitimate affiliations between banks and insurance com- 
panies, must be preempted by Federal law. Without such preemp- 
tion, the Nation will be balkanized into a patchwork of States 
which do and do not permit affiliations, thus undermining the goals 
of the Glass-Steagall reform legislation, H.R. 1062, and the inter- 
state banking and branching bill enacted last year, to modernize 
the financial services system. 

The second element would be nondiscrimination. If States are au- 
thorized to define and regulate bank insurance products, these 
rules and regulations should be designed so that insurance compa- 
nies, brokers or agents affiliated with banks are not unfairly ais- 
criminated against. A strong, nondiscrimination requirement must 
be imposed to insure that the basic tight to affiliate is not under- 
mined. 

Third, we feel that grandfathered rights are essential. If national 
banks are prohibited from offering products and services currently 
permissible — currently permissible bank insurance products should 
oe grandfathered, and national banks should be given parity with 
State banks in those States that permit their banks to engage in 
insurance activities. 

If these three critical elements are in place, we believe that a 
workable bank insurance compromise can oe put on the table that 
should generate support fiom a bipartisan m^ority in the Con- 
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gress, the Clinton administration, the Federal regulators, from the 
banking industry and, hopefully, from enlightened elements of the 
insurance industry. 

Most importantiy, a good compromise will preserve the legiti- 
mate and appropriate State regulatory authority over bank insur- 
ance activities, greatly reduce expensive protracted and wasteful 
litigation and will be of great benefit to consumers who will eitjoy 
more choices and flexibility in buying insurance products and relat- 
ed financial services. 

Thank you. 

[The prepEured statement of Drew Pfirrman follows:] 



INIDODUCTION 

Good afternoon Chainnan Fields, Chainnan Oxley and Memben of the Sub- 
committees. I am Drew Pfimnan, Senior Vice President and Counsel at Fleet Finan- 
cial Group, which is a $48 billion diversified financial services holding company with 
banks throughout the Northeast and approzimaUly 1,200 other offices nationwide 
offering a vuiety of financial services products.* On behalf of Fleet, I would like to 
thank you for the opportunity to appear before your combined Subcommittees today 
to urge you to act favorably on H.H. 1062 with a good, strong and fair bank insur- 
ance provision. 

Fleet strongly supports H.R. 1062, the Glass-Steagall reform legislation reported 
by the House Banking Committee several weeks ago and referred to your Cconmit- 
tee. Enactment of Glass-Steagall reform will continue the fine woi^ completed last 
year by the 103d Congress in enacting interstate bonking and branching leglalatlon, 
and is the second step toward full modernization of our mundal services sector. We 
urge your Committee to report H.R, 1062 favwably, and that you add provisions to 
this legislatioD permitting the affiliation of banks and securities firms with insur- 
ance companies in a reasom^tle and balanced way thus further expanding consumer 
choices In the financial sarvices area. 

Dealing with insurance is an important step in the process of modernizing the na- 
tion's financial services industry. However, in Fleet's view there is a right way to 
do this, and a wrong way. The wrong way would be to enact H.R, 1317, the "Insur- 
ance States' and Consumers' Rights Clarification and Fair Competition Act". Aa the 
American Bankers Association testified before the Commerce, IVade and Hazardous 
Materials Subcommittee on May 22, and reiterated in its testimony today, H.R. 
1317 essentially gives state insurance commissioners carte blanche powers to ex- 
pand their oversight of banks and impose anti-competitive state laws and regula- 
tions that discriminate against insurance agente simply because they are affiliated 
with banks. Tiaa is not in the best intereste of consumers since it would stifle not 
stimulate competition. 

On the other hand, the right way to deal with bank insurance issues would be 
to formulate a new balanced approach which protecte the dual banking system and 
the national bank charter, while at the aame time rect^nizing an appropriate role 
for the states to play in the regulation of bank insurance activities. We commend 
Chairman Blitey and his staff for attempting this and taking on the tough and per- 
haps thankless job of trying to bring together two industries that have been at odds 
for too long to build a compromise that will work. 



'Fleet i* headquartered in PrDvidenee, Rhode Iiland and hu banks in Connecticut, Maine, 
HaMachuaetta, New Hsmpihin, New YoA and Rhode Island. It also has a larn mattgm com- 
pany headquartered In Columbia, South Carolina and appioziinBtely 1,200 iHBeas natumwids 
engaged in commeicial and consumer banking, nwrtgage banking, consumer finance, asset- 
baasd lending, equipment leasing, invMlment management, end student loan processing Once 
Fleets proposed merger with Siswmut Nstional Cwporation is cleared throng) the ragulatofy 
process, the merged orgsniiation «riU be one of the eonntiy^ top 10 benk holding companies 
with o*er t82 bilOon in aswtts. 
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ELEMENTS OF BANK INSURANCE CX)lfPROIIISE 

Bued on my work in the trenches on the legal and r^ulatoi^ nqwcto of the bank 
insurance issues at both the federal and state level, I would identic the fbUowing 
three elements of an acceptable and workable compromise: 

• Federal preemption of state anti-afBliation statutes, which prevent otherwise le- 

gitimate afBuations between banks and bank holding companies, and insurance 
companies and a^ndes. 

• Strong non-discrimmation legislation, if stetes are authorized to define and regu- 

late bank insurance producte. 

• Grandfathering of currently permissible insurance activities offered by nationnl * 

1. Prvemption of State Anti-Afpiiation Laws 

It is critical that en sting state anti-affilis 
legislation. Anything less than this would n .... 

States into a hodge-podge of individual states, some who do and some who do not 
permit sfBliationa between banks, securities firm and insurance companies. This 
clearly would be a atep backward and runs counter to the purpose of H.R. 1062 and 
CongreBses' overall intent to modernize our financial services system. It is sin^y 
not good public policy, and if not dealt with, could make the new bank-securitiw 
atructurea created in H.R 1062 unworkable and will undermine the natioawide 
banking and branching legislation enacted last year. In addition, pushing insurance 
issues aside would be sure te trigger a whole new round <^ prolonged and expensive 
lituation over basic poUcy issues tnat Congress has an cMigation to reatdve. 

Utere are some who argue that this is a "states rigjtte'' issue and that there 
should be no preemption of state authoritv on bank insurance issues because of the 
need to protect consumer rights and avoia unfair tying and coercion by banks. This 
ignores the importance of having a free flow of interstate commerce, a ri^t histori- 
cally guaranteed by the Constitution through the "interstate commerce clause", to 
help achieve the gaaie of financial services modernization— that artificial barriers to 
competition should be broken down in favor of providing as much flexibility as dos- 
sU)le to deal with the realities of the market place ana provide consumers wiui a 
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affiliates of the new Financial Services Holding Company (FSHC) fitim offering in. 
aurance products actually harms consumers. For example, the State of New York 
permita affiliations between banks and insurance companies and consiuners have 
benefitted from this throu{^ better producte and services. Conversely, several states 
in the Northeast, including Connecticut. Massachusetts, Maine, New Hanqwhire 
and Rhode Island, have restrictive rules prohibiting such affiliations. This has led 
to the development of a convoluted and inefficient system that limits competittcm 
and harms consumers, while protecting the current monopoly on the sale of insur- 
ance. 

The practical impact of tins is that unlike a consumer in Hartford, Connecticut, 
a consumer in Bufialo, New YoA, has the ability and convenience to choose whether 
to buy insurance producta from a local bank, or going to an independent agent, and 
this competition keeps coata down and generates more innovative and flexible insur- 
ance products and services. Another interesting fact is that while Massachuaette 
and Connecticut generally have more restrictive laws than New York regarding 
bank insurance activitiea. all three states permit special institutions called savings 
batiks to offer life insurance producte to their customers. In the more than 100 years 
that this has been allowed, we know of no cases of alleged consumer abuse such 
as tying or coercion. Consumers have clearly benefitted m>m this through greater 
convenience and lower prices, 

A 1995 study by the Finandat InstitutionB Insurance Association (FUA) pmnted 
out that due to the inefficiencies inherent in the current insurance distribution sys- 
tem aiiproximately 40 percent of all Americans have no life insurance coverage, aJid 
what is available is mostly targeted for the affluent (those with incomes over 
$75,000). The FUA study, backed up by statistics from insurance and other industry 
sources,' pointe out that the number of independent insurance agente is aiiFiiiiring 
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market Further, ace(irdin£ to the American Coundl of Life InBurance'a (ACLI) 
'Map", Btudf shows that 69 percent of Ameiicant do not have a personal insurance 

leaves a large gap that the banks can and should be allowed to fill. Allowing 
uauu to sdt a range of insurance products would benefit consumers through great- 
er access to insurance, provide increased competition and thus lower prices. Fleet 
itself would be w^-positioned to help with this because of its strong ties and service 
to middle income consumers. 

Another interesting fact brought out by the FRA study is that permitting banks 
to seU insurance products does not necessarily mean that Independent agents would 
lose business or i>e put out of busineas. In fact, since there is a vast undeserved 
market for insurance, it is not a zero-sum game and hundreds of thousands of new 
jobs could be created nationwide. This ia particularly important for states in the 
Northeast that have been faced with a slow economy and oefense induatt; cutbacks 
in recent years. 

The question facing Congress, and espedally your Committee, is whether to pre- 
serve an outdated, inefficient and expensive oiatribution system, or to free our fi- 
nancial services industi; to be truly competitive in the domestic and intemational 
markets by allowing it to offer an ever expanding range of financial products and 



2. Non-Diacrimatory State Regulation 

Preemption of State anti-affiliations statutes does not mean states give up the 
right to protect consumers. For instance, it would make sense to allow states to li- 
cense and otherwise regulate, on a non-discriminatory and reaaonable basis, the in- 
surance activities of companies affiliated with banks or the new FSHC entities cre- 
ated by H.R. 1062, since the sale of Insurance would remain essentially a state regu- 
lated Tunction. If state licensing and other regulations are applied in a non-discrimi- 
natory manner so that independent insurance providere are treated the same way 
as those that are affiliated with banka or FSHCS, the opportuni^ for the banking 
industry to make its products available free from unfair restraints would be pre- 
served, along with Intimate state interesta in protecting their citizens from poten- 
tially ^usive m^ctices. 

As Mr. Bob Fulwider testified before Chairman Qxley's Subcommittee on May 22 
on behalf of the Independent Insurance Agenta of America "[e]very entity that en- 
gages in the underwriting and sale of insurance must comply with applicable state 
insurance resulation." We agree. Although I do not claim to apeak for the banking 
industty, for Fleet non-discriminatoiy regulation of bank insurance activities by 
state authorities is an acceptable trade-oQ for preemption of state anti-affiliation 
statutes. 

Based on our experiences in the Northeast, which has some of the most restrictive 
bank insurance laws in the country, a strong non-discrimination provision Is essen- 
tial because states often use discriminatory legislative and r^ulatory devices to re- 
inforce or expand their antiaffiliation schemes. For example, in addition to prohibit- 
ing affiliationB between banks and insurance companies, Rhode Island law prohibits 
the aale of insurance products on bank premises, whether retail or back omce, and 
prohibits the sharing of customer information including name fists, between banks 
and insurance agenoes. 

In acting to assure that states do not en(^^ in discrinunatoiy practices in their 
overai^t of national bank insurance activibes, it is extremely important that if 
some oiacivtion is given to states to deal with cross-maiketing between insurance 
affiliates and banks during the transition period after state anti-afSllBtion laws are 
repealed, that this be done on a very narrow and limited basis. 

Further, if state regulators are to be given the power to define what constitutes 
insurance and license and regulate tfaoae products, it is critical that the federal bank 
regulators and the banks tbemselvef be given the ri|^t to challenge state actions 
in this area in the fsderal courts. Otherwise, there would be no real check on unfair 
actions by state insurance authorities or legislators directed at national banks, 
which are chartered by the fiederal government. 

3. Grandfcalur Currently PermiMihU Bank Intoranoe AcfUiitiea and Provide Parity 

With State Bankt 
The third element of a compromise on bank insurance activities should provide 
that if the Office of The Comptroller of the Currency (OCC) is to be prohibited from 
authorizing new insurance products for national banks, currently permissible activi- 
ties, inclumns the sale of annuities, should be explicitly grandfathered and national 
banks shoulcTbe given parity to ofier bank insurance products to the some extent 
state chartered bonks on authorized to do so. The gra&dbther and parity provi- 
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(rom the batudng induBtry, and hopefully, enli^tened elements of tt 

dua^. It should also win support from those in other swments ui lob ■■—■—— 

services mdusttr that want an effective and strcnfi finanwal swvices sectw put in 



jty in buving Insurance products and services. Fleet loolu forward to working -mtix 
the Members of this Committee, other Members of the House and Senate, and other 
interested parties to try and put this in place. 

I thank the Chainnen ana Members of these Subcommittees for allowing me to 
testify today and look forward to answering any questions you might have. 

Mr. OXLEY. Thank you. 
Mr. Baptista. 

STATEMENT OF SAMUEL BAPTISTA 

Mr. Baptista. Thank you, Mr. Chairman. I appreciate the oppor- 
tunity to present the views of the Financial Services Council on the 
need for the financial reform generally and offer specific comments 
on H.R. 1062. 

The Council's diverse membership, which includes bank holding 
companies, thrifts, insurance companies, securities firms and diver- 
sified financial service companies, is committed to modernizing our 
financieil regulatory structure in a manner that will permit any 
well-managed, well-capitalized company, regardless of its corporate 
structure, to enter or exit any sector of'^the financial services indus- 
try anywhere in the world. 

We believe that it is important for legislation to move through 
the House this year. The ability of the American financial service 
providers to continue to be innovative and competitive in a market 
rapidly changing through new applications of technology and tele- 
communications is constrained by antiquated laws and r^ulations 
that present barriers to afTiliation. 

The legislation pending before this committee, H.R. 1062, does 
begin the process of buil£ng a more fully integrated financial serv- 
ices model by amending the Glass-Steagall Act to allow banks to 
more broadly affiliate with an investment banking firm and allow 
some, but not all, investment banking firms to affiliate with banks. 

In addition, replacing the Bank Holding Company Act's closely 
related banking test with one that is financial in nature will allow 
banking organizations to participate in a broader range of activities 
impermissible today. 

Unfortunately, futer tfiking this positive step toward recognizing 
that financial services is broader than just banking, H.R. 1062 spe- 
cifically excludes a critical component of the financial services in- 
dustry, namely, insurance. As a result, many securities firms would 
be unable to acquire or affiliate with a commercial bank due to the 
retention of such specific activities restrictions, and insurance com- 
panies are completely left out of the modernization process. 

It is disappointing that the Banking Committee's product does 
not recognize the extent to which financial services h£is become one 
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market. It is disappointing to learn this morning of Chairman Bli- 
le^s intent not to continue to press forward on the issue of ailili- 
ation. 

I realize that this issue raises thorny issues and ignites turf bat- 
tles between the banking and insurance sectors on questions of 
how and by whom insurance products may be sold. It will take 
strong leadership to devise an equitable solution, but I cannot im- 
press upon you enough the importEince of doing so. 

In many respects, today's financial services industry can be 
viewed as a three-legged stool: banking, securities and insurance. 
Without all three legs on solid ground, the stool tilts off balance or, 
worse, collapses. If it is to succeed, financial modernization must 
take into account all three sectors and move them forward to- 
gether. 

Proposals that do not recognize the need for reciprocal market 
access for all participants within the financial services industry 
eventually collapse due to their inherent competitive imbalance. It 
simply makes no sense to exclude insurance from being financial 
in nature when the market clearly dictates that it is. 

Thus, under the Banking Committee's construct, the Federal Re- 
serve Board could determine that Microsoft was a financifil concern 
but would be precluded from making the s£ime determination for 
companies like Travelers, Aetna, AIG, New York Life, Prudential, 
Providian, USAA, Kemper, et cetera. These are not just insurance 
companies. They are the very essence of a financial services hold- 
ing company. To foreclose their inclusion within a new statutory 
framework for financial services is counterintuitive to the realities 
in the marketplace. 

Thus, the Council recommends that, at a very minimum, this 
committee act to amend H.R. 1062 by expressly providing that all 
forms of insurance are deemed financial m nature, permit mutual 
and reciprocal insurance companies which may not by law form up- 
stream holding companies to themselves become financial service 
holding companies and permit insurance affiliates of a financial 
services holding company to continue to invest their reserves and 
unearned premiums in accordance with State law. 

Additionally, H.R. 1062 gives far too much latitude to the Fed- 
eral Reserve. We are particularly concerned about the plenary 
grant of regulatory authority to the Fed essentially making them 
the sole arbiter of now our new financial system evolves. 

Further, by building on the existing Bank Holding Company Act 
framework, functional regulation is thwarted and existing restrict- 
ing holding company regulation is perpetuated. To the extent that 
any umbrella oversight is needed, we believe that such authority 
would be more properly vested with a committee similar to the Na- 
tionftl Financial Services Oversight Committee, as contemplated 
under the legislation introduced by Senator D'Amato and Rep- 
resentative Baker. This approach would more appropriately com- 
plement and coordinate the notion of functional regulation. 

In summary, today's marketplace no longer recognizes a unique 
role for a commercial bank, investment bank or insurance com- 
pany. It recognizes the role of a financial intermediaiy. As a result, 
we no longer have the luxury of dealing with reform one industry 
segment at a time. The limitations placed on afllliations by the 
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GlasB-Steagall Act and the Bank Holding Company Act must be 
dealt with in tandem if we are to have a workable, fair and equi- 
table framework for the deliveiy of financial Bervicee. 

Thank you. 

[The prepared statement of Samuel Baptista follows:] 



Mr. Chainnan and Members of the CommittM, I am Samuel J. Baptista, Presi- 
dent of the Financial Services Council ("Council''). 

The Council is a unique coalition representing companies from literally every sec- 
tor of the U.S. finandal services industry. It was formed in April of 1987 in response 
to the vei^ real need for an inter-industry focus on issues involving the structure 
of our nation's financial system. Our sole purpose is to promote the oevelopment of 
an open and competitive finandal services industrv — one that ensures the safe^ 
and soundness of the nation's financial nstem while increasing the availability ot 
financial products and services at fair and reasonable prices; and one that enhances 
the competitive posture of the U.S. financial sector in an ever more complex global 
marketplace. Council members seek to modernize our financial regulatory structure 
so that any well managed, well capitalized company, regardless of its corporate 
structure, would be permitted to enter or exit any sector of the finandal services 
industry anywhere in the world. The Council's diverse membership, which includes 
' ' I, thrifts, ii - - .>..-■ 



banks, thrifts, insurance, securities, finance, and diversified companies, is commit- 
ted to comprehensive, pro-competitive finandal services reform in keeping with 
these general principles. 

I am i^eased to have an opportunity to present the Council's views on the issue 
of financial services reform generally, and spedficslly on what we see are necessary 
changes to H.R. 1062, the Financial Services Competitiveness Act of 1995, as re- 
ported fmm the Banking Committee. 

There can be little debate over the fact that modernization of our financial lawa 
is long overdue. The issues surrounding the modernization debate are not new. llie 
Congress, through its deliberations on this issue over the past decade, has amassed 
a comprehensive record of the need for modernization and the pros and cons of com- 
peting lual frameworka for the finandal services industry, "nie Council wishes to 
eommencTUie Commerce Committee for ite worii on this legislation, and particularly 
fi>r the importance you place on creating; an equitable structure for the entire finan- 
cial services industry. We believe it is imperative for this legislation to move 
throu^ the House this year and not get bogged down in the usual turf wars that 
have defeated modernization eETorts in the past. 

Our current finandal regulatory structure was put in place in a vety different 
time. In the wake of the stock market collapse of 1929, the sections of the Banking 
Act of 1933 known as Glass-Steagall were enacted in an era of deep distrust of our 
financial sector. As a result, today's financial system is heavily r^pilated and the 
banking system is protected bv numerous safeguards enacted over the years. The 
most recent of theae safeguards, the FDIC Improvement Act of 1991, significantly 
raised the capital requirements for banks, provided extensive new supervisory au- 
thoritv for bank and uirift r^ulators, and instituted a prompt re^pilatiny action sys- 
tem tnat mandates early intervention into troubled institutions in order to protect 
the insurance fund. 

Furthermore, the current regulatory structure was put in place when the range 
of services available to the consumer, as well as the number of potential providers, 
was limited. Finandal services largely wero obtained locally, mora often than not 
. fhim a neighborhood banker or insurance agent with whom the consumer was per- 
sonally acquainted. 

Today's martutplace involves millions of investors and consumers who are not 
hesitant to obtain services fit>ro a variety of providers, some locally, and some lo- 
cated in distant states. Today's increasingly sophisticated consumers can obtain an 
ever-growing range of services that were not available when the legal framework 
was constructed — services like mutual fiinds, money market accounts, credit cards, 
individual retirement accounts, and home ec^uity loans. Finandal services providers 
use a wide range of risk-management techraquea that were not available when the 
1^^ framework was constructed, like derivatives, fixtures, opticms, and global in- 
dications. While the l«al structure was set up to compartmentalize financial serv- 
ices products and providers, the marketplace, driven by consumer demand and risk- 
management technoltsy, is blurring those distinctions and in many instances mak- 
ing them irrelevant Services that were once available only from specific providers 
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can now be obtBioed from many eourcea. For exunple, a consumer can obtain a per- 
sonal loan through a bank, a finance company, a securitiea firm, or a credit card 
issued by a diversified company. Consumers can open a bank savings account or 
save through a mutual fund or an insurance aimuily. And, in many respects, money 
market accounts increasingly are becoming raplacements for the more traditional 
bank checking account. 

On the provider side, the economics and risks inherent in a loan syndication do 
not differ essentiaUy from the economics of a securitieB underwriting. And except 
for the diSerences imposed by law or regulation, it is difficult to identi^ ai^stantive 
difEerences between a guaranteed investment contract provided by an insurance 
company and a bank investment contract provided by a bank. 

mule outdated, the financial services laws are nevertheless porous enough to 
allow the competiton of banking organizations to effectively penetrate markets 
which had historically been the province of banking, and to allow banks to penetrate 
markets reserved for other providers. Nonbank financial firms entered the banking 



business using leeal loopholes and spedal provisions of taw ti] buy or establish cred- 
it card banks, -industrial loan conizations, other limited purpose banks, and thrifts. 
Banks entered the securities and insurance sectors using laborious, time consuming 



and cundsersome regulatory procedures. But though financial aervicea companies 
diversifying to the ektent le^lly possible, none can truly compete eSectively because 
each hu limitationB on its abiuty to provide the fiill menu of financial services de- 
manded by their customers. 

To allow the five market to work, financial services laws must be revised in ways 
that reflect the changes in consumer and business demands and their savings and 
investment preferences. Likewise, it is imperative that this new structure ako re- 
flect the blurring of distinctions between finandal services products, the emergence 
of new financial services products and communications and computer technology by 
which these products are made available. The marketplace has so outpaced the reg- 
ulatory fivmework that, for the most part, the legislation we are discussing today 
is hardly iimovative. The repeal of affiliation restrictions between insureo banks 
and investment banks by no means cafitures the breadth of evolution of tiie finan- 
cial marketplace. As ^ou look to legislative remedies, the Council would like to ofier 
several guiding principles: 

• The revised structure should remove anti-competitive barriers to affiliation that 

favor any industry segment and thereby limit the product o&erings, marketing 
approaches and competition which would otherwise oenefit consumer?. 

• The new structure should open all financial business to companies — financial and 

commercial — that meet tests of financial soundness and prudent operation—in 
order to promote new investments and capital. 

• Regulation of separate affiliates under a holding company umbrella should be con- 

ducted aJon^ nmetional lines. 



The legislation pending before this Committee, H.R. 1062, does take a necessary 
step in modernizing our financial laws. H.R. 1062 would allow banks to more broad- 
ly affiliate with an investment banking finn while allowing some investment bank- 
ing firms to affiliate vdth banks. However, as discussed, affiliations between bank- 
ing and securities organizations is only part of the financial modernization equation. 
It is disappointing that the Banking Committee's product does not recognize that 
financial services have become one market, and seeks instead to continue to single 
out only parts of the financial services industry for special treatment. 

As this Committee contemplates improvements to H.R. 1062, it is important to 
bear in mind that the new framework must work for all sectors of the financial serv- 
ices industiT. In many respects I view tonla/s financial services industry as a three- 
legged stool— banking, securities, and insurance. Without alt three legs on solid 
ground, the stool tilts off-balance, or worse, collapses. If it is to succeed, financial 
modernization must take into account all three sectors, and move tiiem forward to- 
gether. Proposals that do not recognize the need for reciprocal market access for all 
participants within the financial services industry eventually coUapse due to their 
inherent competitive imbalance. 

The Counol would have preferred that legislation be based on the framework pro- 
posed in H.R. 814, introduced by Mr. Baker, a companion bill to S. 337, introduced 
by Senate Banking Ccnnmlttee Chairman D'Amato. These proposals incorporate the 
Coundl's primary principle — that the financial services industiy be open to all com- 
petitors who meet ttie tests of financial soundness and prudent operation. They 
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would ut in place a new legal framework that works equitably tor tbe entire finatt- 
dal servioeB industry. 

In this regard, I applaud the efforts of this Committee to bring inmiranee baA 
into this debate. 1 realize that it raisee thornj issues and ignites turf battles be- 
tween the banking and insurance aectors on questions of how and bj whom inaor- 
ance producta may be sold. It will take strong laaderahip to keep all parties at the 
table and devise an equitable solution. But I also cannot impress upon you enou^ 
the importance of doing so. 
H.R. 1062 

Briefly, H.R. 1062 would repeal the anti-affiliation restrictions d* Section 20 of the 
Glaas-Steagall Act to permit a financial services holding company to control a bank 
and a securities affiliate. The securities affiliate m^ engage in underwriting and 



dealing in an^ securi^, can sponsor investment companies and distribute shKraa of 
those companies. Investment Mnkins firms that fit within the narrow definitioo ei 
financial services contained within H.R. 1062 would be able to become finnnrial 



service holding companies and, thus, control an insured bank. The bill also createe 
a parallel structure for financial services companies that do not accept insured de- 
posits or deposits under SlOO,000. These companies would be able to establish an 
investment oank holding company to own both a noninsured wholesale bank and 
a securities firm, and participate in a sUi^tly wider range of services. 

H.R 1062 does begin the process of allowing a more (idly integrated financial 
services model by replacing the Bank Holdiiw Company Act's "closely related to 
banking" test for permissible activities with a "finannal in nature" test We are ra- 

eourt^^ that prior to ' "■- "— '-' — " -"-- ^-'^ ' "-- ^-'-'^— 

of "financial in nature 
today. The definition « 
account changes and reasonably expected future dianges in the marketplace and ii. 
technology, as well as activities approved for U.S. banks overseas. This should allow 
the new financial services holding companies to engage in a wider varied of activi- 
ties. However, after taking this positive step toward recognizing that finffV-iff' serv- 
ices is broader than banking, the bill then specifically exclude certain finaiu-iyl 
services fi^>m tbe definition, namely insurance. 

A quick review of the current affiliations of mtjor securities firms in the U.S. 
highlights the competitive problems that result from this approach. Although repeal 
of selected Glass-Steagall proscriptions and the new financial in nature test as pro- 
vided by H.R. 1062 would allow bank affiliates to engage in securities activitiea, 
many securities firms would be unable to acquire or affiliate with a commercial 
bank due to the retention of specific activities restrictjons contained in Section 4 of 
the Bank Holding Company Act. Thus companies like Kemper, American Elxpress, 
USAA, Pnidential and Travelers, to mention only a few, would not quali^ to be- 
come this new financial services holding company because of affiliations with insur- 
ance underwriters or affiliation with entities engaged in activities that may not be 
determined 'financial in nature." 

The fact that only limited insurance activities could be included within the new 
holding (»mpany framework while most other insurance activities are excluded will 
invariably lead to more unproductive, costly litigation as interested parties attempt 
to enter new fields or protect existing turf. It simply makes no sense to exclude in- 
surance from being "financial in nature" when the market clearly dictates that it 
is. Under the H.R. 1062 construct the Federal Reserve Board could for instance de- 
termine that Microsoft was a financial concern but would be precluded to make the 
same determination for Travelers, Aetna, AIG, New York Life, Prudential, 
Providian, USAA, Kemper, etc. These are not just insurance companies, they are, 
in the eyes of the marketplace, the very essence of a financial services holding ccnn- 
pany. To foreclose their inclusion within a new statutory framework for financial 
services holding companies is counterintuitive to the r^lities of tiie marke^lace. 
And the fact that many securities firms have either significant insurance or com- 
mercial affiliations makes the proposal unworkable for part of the investment bulk- 
ing industry it was supposed to include. As a result, uie bUl falls far short of the 
very modernization it purports to accomplish. 

Second, H.R. 1062 gives too much latitude to the Federal Reserve. The Federal 
Reserve, as the premier bank regulator, has a history of extreme caution and timid- 
ity toward expanding the range of financial activities allowable for a bank holding 
company. We sense the same bank orientation will preside over the new financial 
services holdiiw company. The Council is also concerned about the plenaiy grant of 
reeulatoiy authority to the Federal Reserve, essentially making one r^ulator the 
sole arbiter of how our new financial services system evolves. 
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Further, by building on the existing Bank Holding Company Act fram 



tional regulation ia thwarted and eziatjiig restrictive holcung company regulation is 
perpetuated. Thou^ H.R. 1062 seta a category of institutions that will be eligible 
Ibr less direct-Feduvl Reserve supervision, most financial services holding compa- 
nies will be subject to direct Federal Reserve r^ulation. Rather than concentrating 
on supervision of the insured depository institution, rmilatory attention will likely 
be focused on the activities of the holding company and other nonbanking actividea. 
Effective oversi^t of prudential activities and bank safety and soundness is more 
appropriately directed by looking first and (bremost at the activities and operations 
of the insured depository and secondarily at the activities of its affiliates. Thus, the 
Council believes that regulation should be focused from the bank outward versus 
the top down regulatory model that exists tod^ with the Bank Holding Company 
Act and would continue to exist under the new nnancial Services Holding Company 
Act contemplated by H.R. 1062. 

To the extent that any umbrella oversight is needed, we beHeve that such author- 
ity would be more properly vested with a committee similar to the National Finan- 
cial Services oversight Committee comprised of the various fedra-al functional regu- 
latnrs as tmntemplated under the D'AJnato/Baker bill and the Treasuiy proposal. 
This would both complement and coordinate the notion of functional r^r^ilation. 
While H.R. 1062 does include an advisory committee, called the Banking and Finan- 
cial Services Advisory Committee (BFSAC), comprised of the Chairs of the FedM^ 
Reserve, FDIC. SEC, CFTC, the Comptroller of the Currency, and the Secretary of 
the Treasury, the bill would be improved by enhancing the role of this Committee 
from strictly advisory. The Committee should be empowered to make bind^ig policy 
decisions regarding Oie "financial in nature" definition and prudent regulation. 

BANKINO AND COMMERCE 

While I fully realize that allowing commercial firms to own insured banks is not 
on the table at this stage of the debate, 1 would be remiss if I did not mention one 
of the cornerstones of the Council's philosophy. As stated earlier we believe that any 
well managed, well caintalized company, regardless of ita corpm'ate structure should 
be able to enter or exit any sector of the nnandal services industry anywhere in 
the world. Therefore, we support all forms of affiliations, including those between 
banking and commerce. It simply makes no sense to place limitations on such affili- 
ations as long as they satis^ prudential regulations. 

H.R 1062 reconuzes that financial firms are engaged in commercial activities. 
But instead of buuding a regulatory framework to accommodate this, the bill seeks 
to limit which firms can continue what percentage of non-financial activities for 
what period of time by buildinfc in baskets for '^n-conforming' activities and tran- 
sition periods to divest of certain businesses. It is a convoluted construct that simply 
ignores the reali^ of the market 

Affiliations between commercial firms and banks is neither a radical nor new con- 
cept in our country. Banking and commerce have been mixed in the U.S. since our 
country's birth. Today, commercial firms can own limited purpose banks or full-serv- 
ice thrifts. Those that do, do so because th^ have chosen to diversify into financial 
services and the affiliation allows them to more fiilly serve their customers. 

In a 1987 study, the FDIC noted that there has never been a complete separation 
of finance and commerce in the histtny of American banking," The law has always 
permitted individuals to own controlling interests in both a Dank and a commercial 
firm, and throughout American history individuals have simultaneously owned and 
in many cases managed both a bank and a commercial firm. Thus, an individual 
on Main Street can ovm the only bank in town as wdl as the only insurance agency, 
real estate a^ncy, car dealer, and hardware store. Yet, publicly tiwled companies 
may be prohibited from having such affiliations simply because of their corporate 
structure. Surely, if restrictions on affiliations with commercial banks are appro- 
priate for publidy traded companies subject to the rigors of market regulation by 
our nation s rating agencies they should appl^r to indmduals whose activities and 
financial conditions are subject to tar leee scrutiny. 
Summary 

Today, the marketplace no loi^fer recognizes a spedal role fbr a commercia] bank, 
investment bank, or insurance company. It recognizes the role of a financial 
intermediary. Aa a result, we no longer have the luxuiy of dealing with reform one 
industiv segment at a time. The limitations placed on affiliations hy the Gless- 
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then, con a framework be dtmiaptd that worits not only &>r banking otganisattmu 
but fin- the financial services induatiT as a whole. 

Althou^ all financial servieea have the same eaaaaxai elements, law and tradition 
have treated banka a« if they were spedaL Monies depositors place with their depos- 
itory institutions are insured t» a federal agency. DepositoiT institutions also have 
access to fedwal agencies for their fimding neeos in tunes (^ trouble. Iliese advao- 
ta^ justify federal r^nlation. But r^ulaoons restricting the ownership and a£Dli- 
ations of dcfMsitory institutions are counterproductive and thwart the gtwd of ensur- 
ingsafe^ ud soundness. 

The benefits of competitioii — the market constraints on prices, the incentives for 
etBdencT and innovation, and the dispersion of economic power are widely recog- 
nized, llie tazpayer»-~your conatituenU our memben cuatomem would benefit tnmi 
a comprehensive financial services holding company structure. The safe^ luid 
soundness of the entire financial system would be strengthened; there would be 
open and fair competition in the domestic financial services maricetelace; and Amer- 
ican suppliers of financial servicee would become more competitive woridwide. A 
more efficient and stable finandal system will be better able to serve the needs of 
individual consumers, busineaees, and governments in the U.S. and around the 



Mr. Fields [presiding}. Mr. Zimpher. 

STATEMENT OF CRAIG ZIMPHER 

Mr. Zimpher. Thank vou, Mr. Chftirman. In absentia, let me also 
thank Con^ssman Gillmor for those very kind comments. 

Mr. Chairman, my statement has been submitted and for the 
sake of brevity, knowing you have a full crunch of business today, 
as other members do, I will try to be brief and summarize my com- 
ments. But I would begin by adding to Congressman Markers 
analogy. 

We nappen to believe, speaking of streets and highways, Mr. 
Chairman, that to expand opportunities for insurance proouct de- 
velopment, distribution and delivery to consumers outside of well- 
estaolished State regulatoiy mechanisms wouldn't be a two-way 
street, it wouldn't be a one-way street, it wouldn't be the Massa- 
chusetts turnpike. It would be a cul-de-sac, and it is a cul-de-sac 
we happen to think many insurance consumers around the country 
could ultimately be unwittingly and unnecessarily trapped in. 

Our concern, Mr. Chairman, and you heard many of these com- 
ments this morning in the first panel that you chaired about pre- 
emption of State regulation, stems from a series of Comptroller of 
the Currency opinions and ruling over a period of time which have 
unilaterally expanded insurance authority for national banks. Sev- 
eral examples of those opinions and rulings are ouUined on page 
2 of my statement which nas been submitted. 

Members of the committee, Mr. Chairman, absent any clear ex- 
pression of legislative intent or congressional intent, certainly at a 
minimum els that provided in H.R. 1317, these rulings couJd very 
likely serve as a basis for future and continued erosion of State in- 
surance regulation. 

We happen to believe, based on behalf of Nationwide and 
NAMIC, who I am testifying on behalf of today, that State r^ula- 
tion serves a very effective purpose, particularly in two areas: first, 
in financial regulation; and, second, in what I will term market 
conduct or consumer protection regulation. 

In the financial realm, Mr. Chairman £tnd members of the com- 
mittee, insurance companies are exposed to risk-based capital re- 
quirements. All of our reserving requirements are specified in Sta1» 
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regulatory statutes and rules. Reserving requirements are predi- 
cated upon the nature of the risk of the particular claim or the 
Idnd of insurance that may be involved. 

And, second, the majority of States across the countiy, Mr. 
Chairman, require prior approval of all insurance rates. Tliat is, 
that before ziny premium increase may be affected in a majority of 
those States, we must file, prior to any commissioner's approval, 
for complete review and oftentimes extensive hearings on our rate 
requests. 

And third, State regulatory systems i>rovide guarantee funds. As- 
sessments against insurance companies fund those funds and 
exist — they exist to protect consumers in the event of insolvencies 
on behalf of insurance companies. 

Second, in the area of market conduct examinations or market 
conduct regulations, what I would refer to as policyholder protec- 
tion regulations, every phase of our business and every phitse of an 
agent's business is required to be reviewed either annually or tri- 
ennially. 'Hiose reviews and examinations and audits by insurance 
commissioners include such things as our adherence to renewal or 
cancellation laws in the States, fair claims practices and settlement 
procedures to assure that we are filing and using proper rates and 
rating territories in the States, whether it is for auto, homeowners, 
any line of insurance, Mr. Chairman. 

We happen to think that these rules have been effective. They 
have been modified. They have been worked on through 50 years 
of trial and error and experience. They exist, Mr. Chairman, to pro- 
tect the long-term financial promise that is, in essence, an insur- 
imce contract. 

I would just conclude my testimony there, Mr. Chairman. Thank 
you. 

[The prepared statement of Craig Zimpher follows:] 

Prepared Statement of W. Craio Zimfher, Vice President of Government Re- 
lations, Nationwide Insurance Enterprise on Behalf of the National Asso- 
cuTtON OP Mutual Insurance Companies 

Mr. Chairman and members of the Committee, my name is Craig Zimpher. I am 
Vice President of Government Relationa for the Nationwide Insurance Enterprise, 
headquartered in Columbus, Ohio. The Nationwide Enterprise is a group of core in- 
surance companies, ranging in product lines from Personal Auto and Homeowners 
to large commercial cases. Our products include a significant national exposure as 
well in the life insurance, annuity and health insurance areas. Our companies are 
licensed to engage in the business of insurance in all 60 states. In addition. Nation- 
wide operates an affiliate insurance operation, NECURA Insurance Company in 
Germany and other parts of Europe. I appear before you today on behalf oiNation- 
wide, and, or specifically at the request and on behalf of the National Association 
of Mutual Insurance Companies (NAMIC). NAMIC is a national trade association 
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of compames including tnutuals, atoeka, reciprocals, reinsurers, and suiplua 



You have heard, and will hear additional commentary on the issue of banks, and 
their proposal to engage in the buainesa of insurance. This iasue is significant and 
has vast public policy ramifications as it affects the financial security of millions of 
Americans. 

NAMIC beUevea, Mr. Chairman, that to expand banking powers into the insur- 
ance business, absent of state regulation of such practices, as currently provided in 
all 50 state jurisdictions of this country, would be misguided, misdirected, and ter- 
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ulationB designed for th'at business ... we also believe* insurance should be managed 
under its set of rales. 

We believe, due to decades of business regulation by the states, as mandated by 
Congress in the 1940's through the McCarran-Ferguson Act, that the fliTieting sye- 
tem of insurance regulation at the state level works effectively and efSdenuy for 
both those regulatea and those protected, the consuinera. To exempt or preempt tfae 
banking insurance from such regulation would disrupt and distort the insurance 
marketplace acroas the country. 

Mr. Chairman, H.R. 1062 is not "insurance neutral.' Unless safeguards and provi- 
sions of state rwulation, as encompassed in U.K. 1317, an incorporated in any final 
legislation, NAHIC and its members must oppose current l^^ative proposals. Our 
concern about bank preemption from insurance regulation results frW a series of 
rules and opinions issued 1^ the Comptroller of the Currenor. These rules have uni* 
laterally expanded insurance authori^ of national banks. For example, these rulea 
have: 

• Interpreted existing statutory authority of small town banks to sell insurance in 

rural areas in a way that permits money center banks with branches in small 
towns to sell insurance nationally. 

• Concluded that municipal bond guarantee insurance could bo issued by national 

banks as "standby letters of credit" 

• Concluded that mcvtgage completion insurance could be issued by national banks 

as "debt cancellation conbacts." 

• Pronounced that annuities are not insurance and can therefore be sold by national 

banks without limitation. 

• Pronounced that annuities can be underwritten by national banks as "deposit (Mi- 

gations," there by forcing the FDIC to ^rtend federal deposit insurance coverage 
to this form of insurance. 

In sum, these rales, absent ai^ other clear expressiDn of Congressional intent, 
may ven well serve as the foundation for future and drastically expanded eroaion 
of state insurance regulation and consumer protection. 

Mr. Chairman, should banks engage in anv phase of the insurance businesses, we 
strongly believe that such enragement should be conducted on a two-way street. It 
should oe conducted on a level playing Geld. To preempt state r^ulation or exempt 
the banking industry from state regulation of insurance is not a two-way street... it 
is not even a one-way street.. .it would be nothing more tJian a cul de sac. ..into 
which insurance consumers would be trapped in every comer of this country. 

Mr, Chairman, state r^ulation has, essentially, a two-fold purpose. First, it is de- 
signed to protect and assure equi^ of consumer treatment by insurance providers. 
Second, it is dealf^ed to protect consumers, and their long term financial needs, 
through the financial regulation and overset of insurance cc«npanies. 

During the last several years, significant strides and progress have been made in 
standarduzing financial reporting and monitering requirements. Minimum standards 
of insurance company capitalization, or surplus maintenanM. to assure individual 
company solvency have been prcnnulgated and are in place. These capitalization re- 
quirements differentiate aroons insurance product lines and the aModated degrees 
of risks involved therein. Included in these standards are specific reserving require- 
ments for various types of claims with which companies must comply. If banks were 
to be preempted or exempt from state insurance r^ulation, such as the one I just 
noted, such reserving or other solvency provisions ofstate law would not be appfica- 
Ue to banks, therefore allov/ing much greater capital or "surplus" flexibility and li- 
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insurance regulators across the country require prior approval of any insurance 
rates before they are implemented. In other words, Mr, Chairman, before any pre- 
mium increaaes ma^ be effective in a state, ragardleas of whether the premiums are 
related to automcJ>ile insurance, homeowners insurance, workers compensation or 
any other line of insurance, rate proposals are closely scrutinized and evaluated by 
insurance regulators. So long as the prior approval requirements sre in eEEsct, wlyr 
shouldn't all potentisl providera of insurance products be suttject to the same rate 
regulation? Exemption from sudi rate regulation would, it is so obviously clear, cre- 
ate a vastly unfair and unlevel competitive environment in a particular state. 

Second, Mr. Chairman, through various "maricet conduct* regulations the various 
insurance departments -of this country have promulgated a series of requirements 
and regulations designed to provide adequate and equitable protection of insurance 
policyholders. Market conduct laws and regulations apply to insurance practices and 
operations ranging from insurance nonrenewals ana canceUations to reviews of 
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agent conduct and activities claims handling and proceBsing pFocedureB to aaaure 
compliance with unfair claims practices provisiona, and individual company under- 
writinff practicea, to asBure that appropriate ratra are being charged for various 
lines (rf Insurance. Such state regulation ensures that insurance products are being 
oEFered in a wajr so as not to create diBcrimination, so that fair and prompt claims 
haniUing practices are beine adhered to, and to assure than honest marketiiu; and 
sales practices are enj^aged in. The tact, Mr. Chairman, is that these series ofregu- 
lations, in their totahtjr, eSectiveljr serve to protect the consumers and assure uie 
long term financial viability of those offering customers insurance products. 

Mr. Chairman, one additional feature umque to the state regulatory scheme has 
been the devedopment and successAil operation of state guaran^ funds. These 
ftinds, including noth property and casualty and life insurance products, are in place 
in the various states and are funded through assessments of existing insurance com- 
panies. Th^ are designed to protect and assure lon^ term protection of policy- 
holders whose insurance companies may have become msolvent. Any companies or 
business interest involved in the insurance business should and must be subject to 
participation in such guaranty flmds. 

Language in the current draft of H.R. 1062 would permit subsidiaries of a finan- 
cial service holding company to disclose to affiliates customer information bh long 
as the customer is given the opportunity to ot^ect to having the information commu- 
nicated. If the finandsl services holding company is permitted to own an insurance 
agency, and bank affiliates can release information concerning its customers current 
insurance carriers, insurance premiums, insurance coverage, renewal date, income, 
location of risk, etc., to the insurance affiliate, this amounts to a taking for profit 
of the insurer's proprietary information by a third party beneficiary. While it is one 
thing to allow banks the right to market insurance to ALL their bank customers, 
it is quite another issue to allow banks to target customer from information in 
their mortgage files in order to "cherry-pick" the oest risks. For example, Qie insur- 
ance affiliate of the bank could contact the customer just prior to policy renewal, 
be able to offer a lower premium, know more about the policyholder's current cov- 
erage than the poticyholaer may know, and be in a position to make a sale without 
the current agent or company even knowing what happened. For customers whose 
insurance premium is held in escrow there would be nothing to prohibit the insur- 
ance agent to lead into the soles call with "how would vou like to reduce your mort- 
gage payment?" This would not appear to be prohibitea under the tying restrictions 
applicable in the bill, yet would be an unfair sales practice. 

The banks are arguing that any state limitations on apedHc marketing activities 
of bank insurance ^filiates would be unfair discrimination. First of all, this is un- 
true. There are many examples of laws which afEect insurance companies differently 
because of the corporate structure and those laws are generally not found to be dis- 
criminatorv. However, we think if it is appropriate as a matter of federal banking 
law to pronibit improper use of customer information. This would avoid insurance 
regulators becoming involved in the issue and unnecessai7 litigation in the states 
on the basis of any anti-discrimination language in the statute. 

Mr. Chairman, America does not need a duid system of regulation for insurance 
products. A steady and sound regulatory system has been in place for decades. State 
regulation of insurance is getting the job done effectively and efficiently. To exempt 
fivm state regulation insurance products offered by btuiks would be unsound and 
counter-productive to modernizing financial services deliverv in this country and 
protecting consumers of insurance products. We should clearly and vigorously echo 
a comment made by a ^wious witness before the Committee . . . and that is that the 
Commerce Committee's consideration of H.R. 1317 cannot be separated fi'om the on- 
gmng discussions and eventual consideration of financial institution reform. Cer- 
tain]^, at a minimum, one way to assure competitive equality and parity would be 
to attach H.R. 1317 to H.R. 1062 . . . such an action would at least begin to level the 
playing Gdd. 

In conclusion, NAMIC is not in a position to support any proposal which con- 
templates affiliations within the same corporate structure between oanks and insur- 
en. However NAMIC has taken the position that there are a few critical elements 
which at a minimum would have to oe incoiporated in any affiliation proposal in 
order to receive even initial consideration by NAMIC member companies: 1. All in- 
surance activities would have to be conducted by an enti^ or entities separate troia 
any depository institution: 2. All such insurance affiliates would have to be sulqect 
to all uie requirements of the appropriate state insurance r^ulatoi? auQiori^; 3. 
Any structure permitting such affihations would have to be supplemented by a 

grant of recq>rocal authori^ that would j — '" '~~"~ "*""'" '"" — ' -' 

cmnpanies to engage in the business of ban 
tory institutions are permitted to engage. 
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Mr. OXLEY. Thank you. 

And our final witness is Steven Foster from the State of Virginia. 

STATEMENT OF STEVEN FOSTER 

Mr. Foster. Thank you, Mr. Chairman. 

Good afternoon. My name is Steven T. Foster. I am the Insur- 
ance Commissioner ror the Commonwealth of 'N^rginia. I am also 
the former President of the National Association of Insurance Com- 
missioners, and I am here today to represent the NAIC before 
these two subcommittees. 

First of all. Chairman Oxley, I would like to thank you for the 
opportunity to be here today on behalf of the NAIC, and I also 
wanted to express my particular appreciation to Chairman Bliley 
and Congressman Dingell and the other supporters of H.R. 1317. 
I do not nave many comments to make today about H.R. 1062, but 
you should know that the members of the NAIC have formally en- 
dorsed Chairman Blileys bill, H.R. 1317, in our recently completed 
summer national meeting convened this week in St. Louis. 

As State insurance regulators, we believe adamantly that the 
States, and not Federal bureaucrats, who are responsible for 
overseeing banks or the security industry, but instead the States 
should regulate the business of insurance, including the insurance 
marketplace and those entities and those individuals in the sale 
and underwriting of insurance. 

The NAIC members have not taken a position on H.R. 1062, but 
our members do believe strongly in the idea of functional regula- 
tion in the sense that State insurance regulators — and, again, not 
Federal banking regulators — should regulate and oversee the busi- 
ness of insurance, regardless of the ty^ of entity or individuEil en- 
gaged in those same activities. All who sell or underwrite insurance 
or solicit the sale of insurance should conform to the same laws 
and regulations. 

If the Committee on Commerce is to amend H.R 1062, this com- 
mittee must do exactly what Chainnan Bliley said when he intro- 
duced H.R. 1317, and I quote: The traditional role of the States 
in insurance regulation must be protected," and, also, "^e commit- 
tee should reafnrm the rights of the States to oversee the sale, un- 
derwriting and solicitation of all insurance products, including 
those sold by nation2d banks." 

All insurance activities by banks should be approved by State in- 
surance regulators who should have explicit authority over insur- 
ance activity in the respective States. Anyone who engages in in- 
surance business, whether insurance sales or underwriting, should 
and must adhere to the same State insurance laws and regulations. 
In other words, a level playing field is important for all of those 
who engage in the business of insurance. 

Though the Comptroller of the Currency and other Federal bank- 
ing regulators may disEigree, I think the Committee on Commerce 
and the 104th Congress should and must add the language of H.R. 
1317 to H.R. 1062. Such an amendment would serve to clarify and 
reinforce the fact that the McCarran-Ferguson Act of 1945 entrusts 
the States and not Federal regulatory authorities with the jurisdic- 
tion and authority to regulate the insurance business in tms coun- 
try. 
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Whatever action the Committee on Commerce takes regarding 
the affiliation of banks and securities, it is important to insure that 
the appropriate regulators, in this case State insurance regulators, 
retain jurisdiction over the business of insurance. 

As Virginia's Commissioner of Insurance, my most important re- 
sponsibility is to protect our consumers and the policyholders of 
those companies licensed in Virginia. I attempt to do so by requir- 
ing all of those who sell insurance or otherwise engage in the busi- 
ness of insurance to comply with all of Virginia's licensing laws and 
our consumer protection laws and regulations. 

In Virginia, we happen to have a permissive environment. Our 
laws do not distinguish between national banks and State-char- 
tered banks, and our statutes do not prevent banks from selling in- 
surance. But I hope you will £ill remember that it is the States and 
not the OCC or other Federal banking regulators that are respon- 
sible for protecting insurance consumers and policyholders, and it 
is our duty to make sure the insurance industry remains finan- 
cially sound for all Americans. 

These are the most important functions of my office. The other 
respective State insurance departments, and not Federsil bank reg- 
ulators, share in these same priorities. 

I would like to thank you for this chance to testify, and I would 
be happy to answer any questions, Mr. Chairman, you and the oth- 
ers may have. Thank you. 

[The prepared statement of Steven Foster follows:] 

E^REPARED Statement of Steven T. Foster, Commissioner of Insurance, Com- 
monwealth OF Virginia on Behalf of the National Association of Insur- 
ance Commissioners 

Good day, Chairman Bliley; Chairman Fields; Chairman Oxley; members of the 
Subcommittee on Telecommunications and Finance; and members of the Sub- 
committee on Commerce, Trade, and Hazardous MaterialB. My name is Steven T. 
Poster. I am the CommiBsioner of Insurance for the Commonwealth of Viiginia. I 
am also a former President of the National Association of Insurance Commissioners 
(NAIC). I served as president in 1993 and I remain active in the NAIC, our nation's 
oldest association ot state officials. The members of the NAIC are the chief insur- 
ance regulatory officials from the 50 states, the District of Columbia, American 
Samoa, Guam, Puerto Rico, and the Virgin Islands. 

Perhaps I should start by describing the unique reeulahnv structure in the Com- 
monwealth of Virginia. We have a three-member State Corporation Commission 
(SCC) that has been vested with regulatory authority over many Virginia businessN 
and economic interests. These interests are as varied as the SCC's powers, which 
are delineated by our state constitution and state law. No other state has charged 
one agency with such a broad array of regulatory responsibility. The SCC is orga- 
nized as a fourth branch of covemment with its own legislative, administrative, and 
judicial powers. Appeal of decisions by the SCC can only be made to the Virginia 
Supreme Court. The SCCs jurisdiction now includes insurance, securities, state- 
chartered financial institutions such as banks, and public utilities. I regulate the 
business of insurance as the Commissioner of Insurance responsible for the Bureau 
of Insurance (BOD, I serve at the pleasure of the SCC. The SCC also includes a 
Bureau of Financial Institutions, wnich regulates state-chartered financial institu- 
tions—banks, savings and loans, credit unions, etc.— and examines these institu- 
tions to assure financial soundness; oversees consumer finance companies; and is- 
sues hcenses to mortgage lenders and brokers, money order sellers, and debt coun- 
seling services. 

I will talk about H.K. 1062, the "Financial Services Competitiveness Act of 1996", 
Representative Leach's legislation to remove many of the restrictions imposed by 
the Glass-Steagall Act of 1933 on affiliations between banks and securities firms. 
But, first, you should know that the NAIC has formally endorsed Chairman Bliley'a 
bill, H.R. 1317, the "Insurance State's and Consumer's Rights Clarification and Fair 
Competition Act of 1996", or equivalent language in another, appropriate legislative 
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vehicle. This past Sunday, while meeting in St. Louie as part of the NAICs Summer 
National Meeting, the full membership of the NAIC discussed the merits of H.R 
1317. 

We believe that state insurance regulators, not federal bureaucrats responsible for 
overseeing banks or the eecuritieB industry, should regulate the business irf' insur- 
ance, includinE the insuraace mai^tplace, and thoee entities and individuals in- 
volved in the buaineBs of insurance to the extent of their involvement in the busi- 
!. The NAIC members have not taken a fonnal position on H.R. 



insurance, regardless of tne l^pe of entity engaged in insurance activities such as 
Balea or underwriting. 

Some of the members who serve on the Committee on Commerce are advocates 
of creating a federal regulatoiy agency to oversee the business of insurance. In re- 
ality, the act remains that ever tne years state-based regulation of the business of 
insurance has woriced. As an insurance regulator, I applaud the efforts of many in 
this committee to hdp improve upon what state insurance r^p^tors have been 
doing. In particular, I want to thank Chairman Bliley, who introduced H.R. 1317. 
During the NAIC meeting in St. Louis, many of my colleagues expressed apprecia- 
tion for the motivation b^nd Chairman Bluey's prooosal. While I realize that the 
Committee on Commerce may consider alternatives ouier than H.R. 1317 as amend- 
ments to H.R. 1062, I must state at the outset that it is absolutely essential fbr 
consumer protection that all who seU or underwrite insurance or sohdt the sale of 
insursnce should conform to the same laws, regulations, and rule*. 

If the Oxmnittee on Commerce were to agree to allow affiliations between banks 
and securitiea firms, this committee must do exactly what Chairman Bliley said 
when he introduced H.R. 1317 — ^The traditional role of the states in insurance reg- 
ulation must be protected" — and reafSrm the ri^t of state insurance regulators to 
oversee the sale, underwriting, and sales solicitation of all insiuvnce policies, includ- 
ing those sold by national banks. All insurance related activities by banks should 
be approved by state insurance regulators who should have explicit auUiori^ over 
inaurance activity in the states. Anyone who engages in the business of insurance — 
whether insurance sales or underwriting — must adhere to state insurance laws and 
regulations. A level playing field' is important for all who engage in the business 
of insurance. Though the Office (£ the Comptroller of the Currency (OCC) and other 
(bderal banking r^ulators may disagree, I think the Committee on Commerce and 
the 104th Congreas must add the language of H.R. 1317 to H.R 1062. Such an 
amendment would s»ve to clarify and reinforce the point that the McCarran-Fer- 
guBon Act of 1945 entrusts the states, not federal bureaucrats, with the jurisdiction 
and authority to regulate the business of insurance. 

To organize my remarks on H.R. 1062 and possible changes to this legation bv 
this committee, I would like to refer to the ei^t-point "Glasa-Steagall FrameworK 
for Discussion" developed by your committee aides, 1 must admit, however, that I 
do not know if this committee is still using this framework. Also, 1 have not actually 
seen the legislative language, other than H.R. 1317, under consideration as a pos- 
sible amendment to H.R. 1062. While the NAIC members were meeting in St. Louis, 
I was prevented from following the ever-changing status of negotiations on amend- 
ments to H.R. 1062. 

First, my understanding is that the Committee on Commerce is considerii^ lan- 
guage that might preempt all State anti-affiliation laws. Under this proposal, federal 
law would expressly permit affiliations among insurance companies, bsnks, and se- 
curities firms. In the Commonwealth of Virginia, our statutes do not prevent banks 
(Vom selling insurance, but we do require that banks or their affiliates hold a license 
as an insurance agency. What this means for a bank is that such a company's arti- 
cles of incorporation must expressly authorize the bank to engage in the tiusiness 
of insurance. Further, our laws do not distinguish between national banks and 
state-chartered banks. We require the employees of bsnks to obtain licenses as in- 
surance agents if they are going to solicit insurance. If a bank, through its employ- 
ees, is going to solicit or receive a commission, then the bank or its affiliate must 
be licensed. The individuals engaged in selling insurance must also be Uceneed. 
Banks in Virginia are in the business of insurance to earn commissions, so there- 
fbre, these institutions must obtain agency licenses. Bj| the way, this is not an ex- 
pensive or burdensome process. A one-time fee of S15 is required for an agency li- 
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We already have a "penmBnYe" environment in ^nrguua, but if one were inter- 
ested in estanlifihing a national two-way street — allowing amliations between banks, 
securitieB firms, and insurance companies — a number of states would find their 
anti-affiliation laws preempted. 1 do have serious concerns about who will protect 
the interests of insurance polit^holdera and consumers, especially without the pro- 
tections afforded by H.R 1317. Unless all who engage in the bufflness of insuranes 
play by the some niles, not only will insurance agents be at a competitive diaadvan- 
taw, but the insurance-buying public could also lose. 

Second, the Committee on Commerce is considering a specific, federal definition 
of 'Hnsurance." "nus has been implicitly and explicitly the domain of the states. In 
Virginia, we have separate definitions for each hne of insurance authority. How is 
it unfair if states define insurance as long as all entities engaging in the business 
of insurance must abide by the same defimtion? We define "insurance transaction," 
"insurance business," and IniBineSB of insurance" to "include solicitation, negotia- 
tions preliminary to execution, execution of an insurance contract, and uie trans- 
action of matters subsequent to execution of the contrsct and arising out of it." Va. 
Code Ann. §38.2-100. For purposes of our Unfair Trade Practices statute, an "insur- 
ance poller or 'insurance contract": "indudes annuities and any ^up or individual 
contract, certiScate, <»' evidence of covera^, including, but not limited to, those is- 
sued hy a health services plan, health maintenance oi^anization, legal organization, 
legal aervKea plan, or dental or optometric services plan... issued, proposed for issu- 
ances m- intended for issuance, by any person." Va. Code Ann. K3S.2-501. 

When my colleague, Jim Long, the Commissioner of Insurance for North Carolina, 
testified bnbre the Subcommittee on Commerce, Trade, and Hazardous Materials on 
M^ 22, 1996 during a hearing on H.R. 1317, he told you North Carolina's defini- 
tion. Commissioner Long added that while the states may have SO different defini- 
tions of "insurance," there are a number of similarities. Under H.R. 1317, states 
would define "insurance." As the McCarran-Ferguson Act leaves regulation of the 
business of insurance to the states, there is no federal definition. States have been, 
and should remain, fi«e to define ^nsursnce." Contrary to the claims made by the 
banks, there tends to be great uniformity among the states. Furthermore, everyone 
purporting to engage in the business of insurance must abide by these state defini- 
tions. 

The fi'amework definition may include an identification of certain products specifi- 
cally conndered to be insurance and certain producta that would not be treated as 



lateral authority to define a product as I see fit. Any efibrt at defining a product 
would have to be done by regulation adopted by the SCC or by statute. 

Third, under the propOMcTframeworit, state insurance regulators would retain the 
rig^t to r^ulate all sales of insurance. Anyone involved in the sale, underwriting. 



only licensed agents should be selling insurance products. Everyone who holds an 
insurance semiFb license in Virginis has to go through the same process for obtain- 
ing and holding a valid insurance license. In short, everyone wno sells insurance 
in Tirginis must meet the requirements of our law, I will tell you if there were an 
exemption from state licensing laws for national banks, this would be extremely un- 
fair to insurance agents and would prevent us trotn offering the same level of 
consumer protection covering all insurance transactions. 

Fourth, under the propoud framework, the OCC may authorize national banks 
to sell insurance on tile same basis as state banks authorized to sell insurance in 
states. On this point, I should note that Virginia does not discriminate between na- 
tional banks and state banks. Therefore, we are dismayed when we hear that the 
OCC has iSBued instructions to national banks essentially stating that such entities 
can disregard state insurance laws and regulations. Remember, the McCarran-Fer- 
guson Act of 1945 manifested Congress' decision that the states, not federal bureau- 
crats, should regulate the business of insurance. The businesB of insurance is not 
a power incidental to the businMS of banking. The proposed framework indicated 
Uuit where states prohibit the sales of insurance (other thsn fixed annuities, credit 
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life, etc.) for all banks, natiDnal banks would not be allowed to sell insurance. Again, 
1 note that under VirginiB law, national banks and state-chartered banks have es- 
sentially the same rights to quali^ as insurance agencies. 

Fifth, the language of the proposed framewoi^ would pennit the OCC to contintie 
to allow national banks to sell fixed annuities. States may not prohibit such aales 
within a bank, although they may continue to regulate annuities as insurance with 
"appropriate consumer protections.' States will be permitted to delineate the areas 
in a bank where annuities and other exempted products could be sold, so lixig as 
such regulation does not intentionally or effectively prohibit such sales. Banks 
would also be allowed to continue to sell s list of products including credit life. My 
suspicion is that this is consistent with the Supreme Court's dedsion in 
NtUionaBank of North Carolina v. Variable Annuity Ltfe Ina. Co. (VALIC) and Lud- 
wig V. VALIC. Clearly, the Supreme Court defeired oroadly to the CcanptroUer's 
view of "incidental" bank powers for national banks. Further, in addressing the Na- 
tional Bank Act, the Court rejected the position that annuities are an "insurance," 
rather than an "investment." product, but the VALIC Court said nothing about the 
ability of states to regulate bank sales of annuities because this question was not 
addressed. As Commissioner Long has told the Subcommittee on Commerce, Trade, 
and Hazardous Materials, the NAIC filed an amicus curiae brief when both the 
United States Court of Appeals for the Fifth Circuit and then the Supreme Court 
heard VALIC. On those occasions, the NAIC contended that annuities are insurance 
products, with insurance characteristics, subject to state insurance regulation, and 
should not be sold bv national banks in towns with more than G,0O0 residents. 
While the Supreme Court specified that the VALIC decision was applicable to the 
sale, not the underwriting, of annuities, the Court did not address the role of state 



insurance departments in licensing bank employees as insurance agents; requiring 
consumer disclosure that annuities are not insured by the Federal Deposit Insur- 



ance Corporation (FDIC); or charging premium taxes on bank-sold annuities. The 
Supreme Court also did not address the issues of whether national bank sales of 
insurance are restricted to towns with fewer than 5,000 residents or whether banks 
could potentially sell other insurance products. 

in holding that annuities are not an insurance product, the Supreme Court left 
unanswerecT a number of questions. It is appropriate that Congreaa attempt to fill 
this void, not the OCC, as the Committee on Commerce is contemplating in the 
framework. Nevertheless, I would still have concerns with the suggestion made by 
some that banks do not have to use insurance companies to write annuity policies. 
Do banks have the authority to underwrite annuities? I do not thiiik VAUC 
changed anything as far as state regulation: In Virginia, the BOl still treats annu- 
ities as a line of insurance. I would argue that the framework is unclear as to 
whether banks could underwrite annuities. As with the underwriting of traditional 
inaurance products, 1 am not sure that many banks would want to assume the risk 
of writing annuities. My belief is that most banks would prefer to let insurance com- 

Eaniea continue to assume the risk, while the banks receive commissions for mar- 
eting the products. 

Sixth, the proposed framework would limit the sale of insurance by banks or 
branches of banks to towns of fewer than 5,000 people and "contiguous rural areas." 
There would be an exemption for more permissive states, as is the case in Vir^nia. 
I wanted to note that in 1991, Virginia repealed its own town-of-5,000 restnction 
on bank sales of insurance. 

Seventh, under the proposed framework, federal law would bar any "cross-market- 
ing (using bank customer lists to sell insurance) by banks for two years. After that, 
existing customers must be given the opportunity to opt out of any cross-marketing 
arrangements, while new customers must decide to be included. States may adopt 
their own cross-marketing standards or prohibitions. Such state statutes will pre- 
empt the federal standard, but states cannot discriminate in favor of state banks. 
Further, states may not adopt "arbitrary" standards or those "which by intention 
or result seriously impair the viability of an afHIiation." Similar namea and logos 
would be permitted. 

In his earlier testimony. Commissioner Lons discussed his concerns with "tying." 
Many of us have had our own experiences with credit life inauranc« sold by banks. 
All of us know that there are problems with the tying of products, but typically we 
do not get many consumer complaints becaiue most consumers do not understand 
there is anything about which to complain. Unfortunately, many consumers do not 
reaUze that they are under no obligation to purchase insurance products from the 
same bank in which they are obtaining a mortgage or other loan. Further, in order 
to make a loan, especially a mortgage transaction, banks require fairly extensive in- 
formation about customers. In short, a bank may have access to a customei'a total 
financial profile — his or her aasets, obligations, etc. — information that a non-bank- 
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affiliated insurance agent would love to have. As you can wall imagine, most con- 
sumers an extremely reluctant to divulge such information. I can see how banks' 
access to such information might provide an extremely unfair competitive advan- 
tage, especially when dealing with nigher-income consumers who are seeking eatat« 
plaiming or more comprehensive financial investments. There is no level playing 
field when banks have unencumbered access to consumers' financial information. At 
the very least, the provisions of H.R. 1317 requiring comphance with state insui^ 
ance law are essential. How does one establish a level playing field if banks have 
access to such information, but non-bank insurance agents do not? 

Finally, the proposed fiwnework includes a provision that national banks could 
not refer a customer inquiring about or applying for a loan to an insurance affiliate 
or subaidiaiy unlesa the custcxner specificelly requested such information. A na- 
tional bank making a referral to any insurance company, broker, or agent must in- 
clude the disclosure of any affiliations. Further, the national bank must provide a 
warning that such products are not insured by the institution, bank, or the FDIC. 
If consumer protection is to remain a priority, I believe full notice and disclosure, 
at a minimum, are reasonable requirements. 

As the Commissioner of Insurance for the Commonwealth of Virginia, 1 place no 
reeponsibili^ as high as that of requiring all who sell insurance or otherwise engage 
in the business of insurance to comply with Virginia's insurance licensing and other 
consumer protection laws and regulations. I would be remiss if I do not commend 
Chairman Bliley and the other cosponsors of H.R. 1317 for their work to ensure the 
protection of insurance consumers and policyholders. In addition, I want to acknowl- 
edge the effort of the members and staff of the Committee on Commerce who have 
worked to ensure strong and effective regulation of the business of insurance by the 
states. I hope during your consideration of H.R. 1062 that you ¥dll all remember 
that it is the state insurance departments, and not the OCC and other federal bank- 
ing regulators, who are responsible for protecting insurance consumers and policy- 
holders and assuring the financial stability of tiie insurance industry. These are the 
most important functions of the Bureau of Insurance in Virginia. 'The other insur- 
ance departments, not Gwleral banking r^ulators, share these priorities. 

Thank you for this opportunity to testify. I would be pleased to answer your ques- 

Mr. OxLEY. Thank you, Mr. Foster. 

And let me follow up on your comment that Virginia allows for 
the sale of insurance by banks. It is my understanding that was 
a recent bill passed by the Virginia legislature. 

Mr. Foster. In 1991, at the request of the Virginia Bankers As- 
sociation and others, our laws were amended to take down what- 
ever barriers there may have been prior to that time. Even before 
that time, we had aeveral — I think four national chartered banks 
were able to sell in Virginia because they were grandfathered in as 
to certain Federal banking restrictions. We did have at that time, 
though, the 5,000 population statute. That was repealed in 1991, 
along with any other restrictions as to banks selling or underwrit- 
ing insurance. 

Mr. OxLEY. You had the same statute as the original Federal 
statute, the 5,000 people — population exemption, you mean? 

Mr. Foster. We did have that statute until 1991. That is correct. 

Mr. OXLEY. That was repealed? 

Mr. Foster. Yes, sir. 

Mr. OxLEY. That was part of the legislation that expanded the 
bank powers? 

Mr. Foster. That is correct. 

Mr. OXLEY. What has been the experience of the business of in- 
surance in Virginia since that time, and particularly the effects on 
consumer safety and competition among the agents? 

Mr. Foster. Prior to that time, 1991 — and since that time, frank- 
ly, I have made no distinction as to the corporate enti^ or individ- 
uals selling insurance. Prior to 1991, we had bank afnliates, both 



d by Google 



as entities and individuals employed by the bank, licensed like 
every other insurance agent. Iliat was not changed in 1991. The 
legi^ature simply allowed more banks to avail themselves of that 
same opportunity. 

I worked for the Virginia State Corporation Commission, which 
has been around for 92 years and regulates both banks and insur- 
ance, and I think insurance regulation is appropriate to all of those 
who sell or solicit the setle of insurance. 

I work ve^ closely with my bank counterpart, and I don't get in 
his way, and he doesn't get m my way, but we have never drawn 
a distinction, at least in my mind, as to why it should matter as 
to who owns the entity or who pays the individuals selling insur- 
ance. We have the same license fee for all. There is no preference 
or discrimination, to use the term used earlier, agfdnst those who 
work for a bank or a bank affiliate versus those who work for an 
independent insurance agency. 

Mr. OxLEY. So you are, essentially, a functional regulator? 

Mr. Foster. That is correct. 

Mr. OxLEY. Mr. Zimpher, regarding State insurance regulation, 
is State financial regulation of insurance companies designed to re- 
flect the particular nature and risks of insurance products? 

Mr. Zimpher. Yes, Mr. Chairman, it is. I should probably let 
Commissioner Foster speak to much more detail about that than 
I, but yes. Yes, those reserving requirements are — reflect and 
predicated the nature of the risk in a particular claim category. 

Mr. OXLEY. And can you tell us a little bit about the experience 
in Ohio in that regard? 

Mr. Zimpher. Well, I think we have had a good experience in 
Ohio. As you know, Mr. Chairman, from your legislative days and 
being perhaps a little closer at that point in time to insursmce reg- 
ulation or insurance issues, I think regulation in Ohio has been 
very effective. I think we have had a — frankly, I cannot recall — 
need to be corrected — the last insolvency we have really experi- 
enced in Ohio. I think particularly under the new NAlC's risk- 
based capital requirements we are seeing very, very adequate re- 
serves established, and they are being monitored vigorously. We go 
through annual examinations in our offices in Columbus by the In- 
surance Commission — Insurance Commission staff from all over 
the country. 

Mr. OxLEY. Mr. Baptista, what is the effect of anti-afEiliation 
laws on your members, and what would the advantages be of pre- 
empting such laws? 

Mr. Baptista. The anti-affiliation laws, frankly, would prohibit 
the — a nationwide financial service provider to be able to follow its 
customers throughout the country. Unfortunately, the anti-affili- 
ation preemption has gotten very much caught up in the turf fight 
between the banking industry and the insurance agents, particu- 
larly on how and by whom insurance products might be sold. 

We think, at a minimum, to create some type of equity here, we 
need to at least address the question of affiliation between the con- 
struct of the Bfink Holding Company Act. This committee could at 
least provide the authority for a bank and an insurance company 
to afEiliate under a financiiil services holding company structure 
without getting into the anti-affiliation preemption. And that would 
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allow, at least in those States that choose to permit banks to sell 
Insurance, to have the redprocal market access so that insurant 
companies would also have the ability to be in the banking busi- 
ness in those States. 

Mr. OXLEY. Let me ask you, Mr. Pflrrman, isn't the maintenance 
of anti-affiliation laws a States' rights issue? 

Mr. Pfirrman. It is a States' right issue, but it is a States' right 
issue I think that is appropriate for Congress to address. 

Mr. OxLEY. Why is that? 

Mr. Pfirrman. Well, when you are looking at a States* right 
issue, you want to first determine whether there ie a Federal inter- 
est, whether it would be appropriate to — ^for the Federal Govern- 
ment to preempt. And because of the commerce clause, I think that 
there is a legitimate Federal interest here. 

Then you Took 

Mr. OxLEY. You think the burden of proof is on those who would 
wish to preempt State laws? 

Mr. F^IRRMAN. The burden of proof is on those who wish — yes, 
I think that might be the case. But I think when you look at what 
the State interest that you are trying to protect here is, I think 
that the States have a legitimate interest in protecting or regulat- 
ing how insurance is sold within their State. 

I think that the anti-afllliation laws weren't enacted to — I think 
the legislative history on New England, particularly in Connecticut, 
is clear on this point. They weren't enacted to protect consumers. 
They were enacted — insurance consumers. They were enacted to 
protect insurance agents' monopolies, and I don't think that that is 
an interest that outweighs the destruction of commerce that they 
present. 

Mr. OXLBY. So you don't have any problem with the Virginia sit- 
uation as described by Mr. Foster? 'Hiat is, the functional regula- 
tion of products regardless of who happens to own the entity? 

Mr. Pfirrman. No, we don't. 

Mr. OXLEY. Thank you. My time is entired. 

The gentlelady from California, Ms. Elshoo. 

Ms. EsHOO. Thank you, Mr. Chairman. 

My question is directed to Mr. Foster, and thank you for — all of 
you — ^for being here today. 

Given Virginia's laws which permit banks to sell insurance prod- 
ucts, as well as your support of States' rights and H.R. 1317, is 
there any possibility in your mind that that lemslation will reverse 
laws in Virginia which give banks this freedom? 

Mr. Foster. That is not how I have read— H.R. 1317 you are re- 
ferring to? 

Ms. EsHOO. Yes. 

Mr. Foster. It simply leaves as a States' right issue — ^and Vir- 

finia, through its public policymaking process, our legislature, 
eard the ailments on both sides; and they were quite strident 
on both sides. In the end, those who were — who were suggesting 
there should not be any barriers won the day. And I think it is ap- 

Sropriate that Virginia ought to make that call for Virginia resi* 
ents and those who purchase insurance. 

And, 3 to 4 years later, we have not seen any complaints, frank- 
ly, that there is finy kind of inappropfiate behavior on the part of 
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those who are licensed as insurance a^nts. They have passed all 
the requisite examinations, but they happen to work for a bank or 
a bfink £iff!liate. And so I would — as I read the bill, it would not 
undo those things we have done, but we would like to maintain the 
sovereignty of each State looking at that situation and making its 
own determination. 

Ms. ESHOO. I appreciate your response. I think that it in many 
ways mirrors the California experience, but the individual that was 
on the panel previous to you that represented the banks nationally 
couldn't really speak to it. So I appreciate what you have said, and 
I will yield back the balance of my time, Mr. Chairman. Thank you. 

Mr. GiLLMOR [presiding]. Thank you very much. I will use my 
time for questions now. 

And if I might direct a question to Mr. Zimpher pertaining to 
your company — and 1 do understand your argument smd some of 
the other members of the panel for State regulation of insurance, 
but Eissume that at some point in the future ttiat your company ei- 
ther attempted to or wanted to acquire a bank. How would you an- 
ticipate that that acquisition ought to be regulated? 

Mr. Zimpher. Mr. Chairman, under the appropriate rules in 
place governing acquisition of banks, fis you may luiow, under the 
Bank Holding Act, a mutual insurance company, which Nationwide 
is, and our subsidiary also is, we are prohibited from acquiring a 
national bank, national depository institution. 

But if the laws were changed to permit those affiliations, wheth- 
er through a financial holding company or whatever structure, I 
suspect we would fully intend to both acquire and to operate that 
institution under the pertinent rules that govern. If that means 
that we adhere to the Federal Reserve, FDIC or Comptroller of the 
Currency rules and regulations, that is what we would do. 

.Mr. GiLLMOR. Let me ask Mr. Foster, one of the fears that have 
been expressed by banks, if we end up with legislation that in es- 
sence gives the State insurance commissioners the power to regu- 
late and define what insurance products are for banks, one of the 
concerns that heis been expressed is — I am sure this would not hap- 
pen in Virginia under the relationship and the way that you are 
operating— hut that they go very far in defining what most people 
would consider a bank product as insurance and thereby try to 
claim regulatory authority. 

I mean, how would you deal with that situation? 

Mr. Foster. First of all, I don't believe there is any basis for that 
Eu^ment that some may be making. Insurance regulators sire 
quite accustomed, for example, to recognizing that insurance com- 
panies can and may sell noninsurance products. Many of those 
products are not under our jurisdiction because there is no transfer 
of risk, there is no guarantee fund coverage and, under given 
States' laws, there is no requirement those policies be approved. 

I have seen no indication in my State nor have I heard from 
other States where commissioners just unilaterally declare bank 

Sroducts to be insurance products. My State as the example, I can't 
eclare anything unilaterally. If I want to make such a move to 
suggest that a banking product would come under my jurisdiction, 
you would have to go to the legislature where there is plenty of op- 
portunity for due process and to be heard. Or I go, in my case, to 
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the Virginia State Corporation Ck)mmisBion and they must hold a 
hearing and give notice, and they can only adopt regulations if 
there is first statutory basis for such a regulation to be adopted. 

I have been surprised to hear that suggestion by some that in- 
surance regulators would simply deem a lot of bank products to be 
insurance products so as to extend our jurisdiction. It does not hap- 
pen as far as I know. It certainly has not hafppened in my State. 

Mr. GiLLMOR. But if it were, you know, I think over a period of 
time when you have 60 commissioners, you know, if you have 60 
bishops, somebody is going to do the wrong thing and it is possible 
you could have a rogue. I take it in your case, basically the Cor- 
poration Commission is the referee. So I guess really my question 
WEis, what kind of referee do you think you ought to have? 

Mr. Foster. Well, Virginia is not one State but many States 
have to go to a conference of legislators to have regulations heard 
and to get approval. So in most every State, if in fact not in all 
States, commissioners just cannot laterally adopt regulations or 
just suggest for purposes of filing jurisdictional products that you 
would have to file certain bank products. 

I mean, most States' statutes, although there is great uniformity, 
they are very specific as to what it takes to be an insurance prod- 
uct. And we make those determinations, frankly, every week. We 
are looking at new product development and to what extent, cur- 
rently, insurance companies are selling or have been selling prod- 
ucts which are noninsurance products. 

If we deem them not to meet the test of beine insurance, they 
are not filed with my office. In fact, I have tola some insurance 
companies not to file them because many insurers will suggest, 
well, we may — we filed this with the State. And that could suggest 
to some consumers that it has been reviewed by the State or meets 
State standards. 

Many companies will call those sort of informationfil purpose fil- 
ings, they are filed with the State just for informational purposes. 
We discourage those and in fact don't accept them. I just think 
there are enough safeguards built into every State's regulatory 
adoption scheme where commissioners can't do. If they do attempt 
to ao it, there are appeal processes in place in every State where 
a bank or group of banks could say, we think the commission has 
gone — the commissioner has gone beyond his statutory authority, 
we want to overturn his determination. 

Mr. GiLLMOR. Thank you. Let me direct a question just to the 
panel in generiil and anybody who wants to comment. One of the 
concerns that a lot of people in the insurance industry have ex- 
pressed have been the decisions of the Comptroller of the Currency 
to basically expand national bank powers. 

If the Commerce Committee were to pass an amendment to H.R. 
1062 preventing the Comptroller of the Currency from further ex- 
panding national bank powers, what impact would that have on 
your views toward H.R. 1062? Mr. Zimpher? 

Mr. Zimpher. May I jump off here. That is certainly a step in the 
right direction, Mr. Chairm^m. That is a step. 

The next step would be we would be much more comfortable in 
terms of adopting an appropriate framework, in setting the appro- 
priate parameters for discussions if the committee were to adopt 



d by Google 



316 

H.R. 1317. We would certainly find that to be a much more pref- 
erable resolution. But your question implies certainly in the right 
direction. 

Mr. Baptista. If I may, I think if the committee were to art just 
unilaterally on the Comptroller moratorium without addressing in 
some way the affiliation question — and I am not talking about pre- 
empting State law here, I am talking about the definition of what 
is financial in nature to include insurance — we would oppose that 
amendment, and I think that would probably diminish the chances 
of this bill being passed by the House because it is at least my un- 
derstanding — I dont want to speak for the banking industry but 
the banking industry would then oppose the bill. These issues have 
to be dealt with in a way that gives everybody equal access or it 
is just not going to work. 

Mr. GiLLMOR. That is one-to-one. so I— Mr. Fostei? 

Mr. Foster. Mr. Chairman, you used the term "referee" earlier. 
I think if anyone needs a referee, it is the Comptroller of the Cur- 
rency because, from our standpoint, unilaterdly, and just deeming 
insurance products to be banking products. And I think it is safe 
to say that States as insurance regulators can make the determina- 
tion better. We look at those contracts all the time, and so certainly 
£ts one commissioner, and I think I can probably speak for most, 
we would support the reigning in of that kind of authority. 

Mr. GiLLMOR. Thank you. 

Mr. Pfirrman? 

Mr. Pfirrman. I believe we would be opposed to that. We believe 
that the Comptroller's actions have been consistent with Federal 
law and necessary to keep pace with the changing financial serv- 
ices environment and also necessary to help the American bzinks 
keep pace with their competitors abroad. 

Mr. GiLLMOR. Thank you very much. 

The gentleman from New York, Mr. Frisa. No questions. 

The gentleman from Idaho, Mr. Crapo. 

Mr. Crapo. Are you almost done with this panel? 

Mr. GiLLMOR. Yes, sir, unless you filibuster. 

Mr. Crapo. No, I won't ask any questions. 

Mr. GiLLMOR. There being no further questions, the Chair would 
like to express the appreciation of the committee for your help on 
this issue. Thank you. 

[Whereupon, at 2:17 p.m., the subcommittee was adjourned.] 

[Additional material submitted for the record follows.] 
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Dear ChainDcn: 

Durii^ the recent heuii^ on Gnandil modemizuimi, Rcpfcscnlalive DingcU railed 
ccnain inuei with Mr. Scolt Jonet, n4io wu tcnilyiag on behalf of the American Banken 
Aaodidoo ('ABA'). Mr. J(»ki indicated chat the ABA would lespond for tbc record to 
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(Separately Idcndfiiblc Dcputmentt or DWitloiu) 



With GnancUl modcmimion, there a, in 
banking product) making ii enremdy diBicutl to determine nrhen a banking produa endi and a 
lenuity product begini. In addition, certain Kcurilies activitiei are r eeogn ii ed a being to 
Integral to banking that It maket veiy little practical taut to leparan Aae activitiei ftom 
banking activitiet. In recognition of thetc &cti, the Enanciil Services Competitivenai Act of 
1995, H.R. 1061, would permit banb, under certain ditummncct, to conduct tecuritiei 
acliritia in ■q>arately idcritiliable dqrartmenlt or divinoni of the bank ('SIDD*'). 

SIDDa, GENBRALLT 

Under H.R. 1062, SIDDt would operate in accorduKC with functional regulation concqiti. 
Spcdfically, lecuritiei activitiei conducted in a SIDD would be regulated by the Sccuridei and 
Exchange Commiuion {'SEC') by requiring the SIDD iuelf to be rejpslered ai a broker-dealer 
under the Sccuriiiei Exchange Act ('Eichange Act') and be tubjeci to all ap^icablc protinoni of 
theE ■ 



One important exception ii made by HJL 1062 to the functionai regulation eoocepc. 
Specifically, lo long as a bank with a SIDD is adequately c^icalizcd under the federal banking 
lawi, the SIDD would not have to comply with the SECt nci capital rule. ThJt provitioi) was 
added in recognition of the hct that the SEC'i net capital rule would effectively preclude banks 
from rcgLileiing at broker-dealers. Unlike bank capital requiiemenn which focus on credit risk, 
broker-dealer net capital rvlet foau on liquidity risk and would, if made Jppliablt to banks, 
require dispropoiticKigtely high levels of ca[Htal for illiquid initrumcnts like bai^ loans. 



• If a banking organization has established a securities underwriting alBliatc (a bank 
holding company subsidiary) eligible to underwrite all types of lecuridet inchiding 
corporate debt and equity and mutual funds, then asset-backed securities backed 
by residential mortgages, consumer receivables and coniumer leases may be 
conducted through a registered SIDD. 

• If a banldng organization has established a securities underwriting affiliate eligible 
to underwrite all types of securities including coipotate debt and equity and 
mutual fiindi, private placement activiliei could also be conducted in a SIDD. 

• Rjcgardleu of whether a lecuriliei underwridng affiliate is established, any activity 
that is later determined by the SEC to be a security activity miy, under approval 
of the Federal lUsetve Board, be conducted in a SIDD. 

H.R. 1062 does not mandate that these aciiviiii:! be conducted throu^ a SIDD, Banking 
organizations would be &ee to conduct these activities through registered SIDDi, registered 
bank broker.deakr subsidiaries or le^steied bank holding company broker-dealer subsidiaries. 
Uidike SIDDs, stand-alone bank brokerage units would be subject to the SECi net coital rule. 
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UDdermMng of coipontc debt and equity and mutual (iind ihaiei could not, under tnj 
drcunutanca, be conducted through SIDD; thete activiiiei mutt be conducted in an SEC 
f^ulated bank holding company tubndiary. Nor, ai diicuncd below, coold bank retail Mcuritki 
activities.' 

H.R. 1062 doc* nm authoiizelhecKaiion oT any other SIDDt for ca)riial market! activitio.' 
H.R. 1062 doc*, hovever, add K> the activitiei that could be conducted in SIDD* previomly 
enablithed tat miinicq>al (ccuiitiej activitict. 

UUNICIFAL SECURTIT SIDD* 

Banki are pcnnicled, under Glaii-Sleagall, to underwrite and deal in general obBgatioD bondi of 
any political nib<yvision or itate. In 1975, the Congres* authorized the creation of the 
Munidpa] Securities Rulemaking Board {'MSRB'}. The MSRB was charged with adopting rulei 
applicable to munidpil tecuritiei dealen. Municipal lecunliei dealeii wm defined to include 
banks that conduct their municqnl lecuiitiei activities through l 'separately identifiable 
dcputmenl or division'. Enlbtcemenl of those rules was, however, left to the bank r^uhton 
and the SEC for bank municipal lecuriiiesdealen, while enforcement of the nik* for non-bank 
dealen fcU to the sclT-regulatory organizatioiu ('SR0') and the SEC. Thus, tbe Congres* itidf, 
over twenty yean ago, But recognized the meriti of allowing banks to conduct certain tecuritiet 
activitie* through SIDDs. 

H.R. 1062 would add to the activitiei that could be conducted through Ihc municqnl securitiei 
SIDD. Recogniiing the important roles banks save with respect to their state and local 
government cunomcn, H.R. 1062 would permit bank securities dealers to underwrite muiudpal 
revenue bonds in the existing SIDD. Municipal revenue bcmd underwriting by banks would prt 
state and local govemmenti better anen to die capital market* and increased liquidity nfiich, in 
turn, remits in lower borrowing costs (yield as well as underwriting costs) inuring to the benefit 
of state and local govcmmcntl and their tupayer coniritucnts.' 



acaiUa 

a SIDD. These 

ting ind dealing in US. govenuncm and igency 



H.R. 1062 ika pnwkk that ■ SIDD may be otablidied lor thoic buki Alt provide ioienmem 
adviiDfy ternca to rcgiireroi mutual lunda. Thii inveament advisory SIDD would be requiied to 
rcgiiter Willi the SEC nan xtriKT under ifaelnvcMment Advisers Ad of 1940. SEC rc^naiion 
would subjca diis SIDD m rcguladon and ewminslion by the SBC. 

It Aould be noted that die SBC it on icccini in luppon of buiki nndennitin^ munidpsl revenue 
bonds pursuant to the ensdng nuini<^>*l seendiies legulatDrr system. Ss&, Teidmcny nf Aitiiur 
Levitt, Chairman of the SEC, bcfiiR die Subooouninee on Tckmnununicatioaa and Finince and 
the Subcommittee on Comnicrce, Trade and Huardout Materials of dK Coounince of Commerce, 
U.S. Rouse of K^iesenlMhti, )une A, 1995. 
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H.H. 1042 doa not pfovkle for the crcuionoriny other SIDDi, including a SIDDdctUcaiedm 
retail lecuriiie* nla by buib. In hex, HJL 1062 would Mtip (wgy the cuRtnt bbnka 
eunqjiion from broker-dcilcr ittpmtian for buiki under tbc Exdunge Act. Under H.R. 1062, 
buiki, engaging in retail lecuritiei nki Ktivitiei, woold eilhet have lo rcgjnet with the SEC a* 
biokeiage limu or qiin the brokerage activil)' out of the bank and bto a i^aratc bank or bank 
bokUng eampai^f nbtidiaiy.' 

Certain exemptioni to ihc requirement to regiiter are provided by the legislation, including thoie 
ntuationi where t bank employ* a third-p)it)f networking Enn which b alrc»^ a r^iitercd 
broker-dealer and nbjcct to ill appropriate rula and rcgubtioni of the SROi and the SEC or 
where the bank engages tn only a inuU or iIe |p |jiimii amount of tiannctiani fbi in cunomcn. 
In this latter lituaiion, &te bank r^ulaton and Ibe induMiy itxelT, have adopted guidclina for 
tbe retail ales of lecuiitici. In many inKancei, thcK guidcUnca are conqnrabk to the rulci and 
regnUtioni of the National Anodalion of Securities Dealers. 

None of iheie broker-dealer exemption* provide for diecreadon of aSlDD, Le„ a sepaiaicly 



CONCLUSION 

H.R. 1062 recognizes the important bencGa to be gained by coniumen, investors and the 
financial services industry, itself, if banks and securities Gmis are allowed to affiliaie. H.R. 1062 
also recognizes that became tbc legislation is not being written on a clean tbie, appropriate stqw 
must be taken to acccanmodate the growth and development of both the banking and brokerage 
franchises. SIDD* arc such an accommodalioa, SIDDs comport with fimctional regulation 
theory by lUowinB die SEC jurisdiciiDn over bank lecuriites activities. At the tame time, SIDDi 
allow business syneigiei developed over time between banking and security business lines to 
continue by pcimining the security aclivny in quenton to be conducted in the bank. 



Obvioialy, 10 ibe extent, ■ bank sought D 
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A CooiparlMMi Of Broker-Dcakr and Bank Capital Rnlei 

Comparing bank capita] requirememi lo broker-dealer net opinl ruki » like comparing apple* 
to otangc*. Bank c^iitil nUet ate 'l™y^ to protect dqiotiton and promote finandil nabiliqr 
by anigning apiai to oedh and other liakt pMcd by finmdd tnittactioai. Broker-dealer capital 
rnlei teek to protect broker-dealer ciutomen agaiiul the isk of broker ituohrcncy and anign 
capita] MxanUng to liquh^ rlak. 

Neveitbdcn, when a bank detcrmina to eatabCah a broker-dealer Gnn, diat brokerage unit, 
whether hmied ki a bank tnbw&ty or a bank holding company mbridiuy, muit com[^ with aU 
applicable rule* and i^nladam of the Secntltlea and EvchMige Commiwion ('SEC'), the 
Natunal Anodation of Sccniidea Dealer! <*NASD*) and the Uunic^ Secuitlei Rulemaking 
Board ('H$ltB'),inchidbig die SECa net e^kalfwIcItiiklEcl-l. Ifabank were tocM^sHdi 
1 IxofceraBe nib«i£ary, diat raboifiaty would be aub^ect to NASD and SEC enfoRxment of ihoac 

Rule 15c3-l tequlta brokei-dcdcr fiinu to maintain a minimum capital requirement of 
anywhere between SS.OOO and S250,000 depeti^g on the type of Ktinqr being conducted in 
thefimL Ihui, for ciampk, if a tccuiitiet firm did not hold customer liindi or Mciuitici and 
engaged In riiUen principal type activitiei, then ilie firm need only hold SS.OOO in net capital. 
On the other hand, if a brokerage firm carried cunomer aeconntt and received and held 
cuKomer fiinda and leciuitiet, it would be te<tnired to hold $250,000 in net capital. 
Underwriting of Mcutida would not add to Ihii mlijmum or floor ca^tal requitemenr 

Net capital b computed by fint adding up liquid a»en and deducting lUbilitiet and, thereafter, 
deducting a certain percentage or tuiicut againn eadi ipcdfic lecuiity anct dan to allow for 
market Ouctnaiiona. IU>cuaaiedeteiminedaccor<fingtotbe type of tecuriqp and iti maturity. 

To dctenniiK if the floor dollar amount dnuld be railed, a brokerage firm mun alto total iti 
aggregate indebiednea. Aggregate ind^tednett It basically mtmlei owed by the brokerage firm. 
Secured liabilitiei are excluded from the aggregate iodebtedncM nandard. The total aggrepte 
indebtedneti ratio muic not cicecd ISOO percent irfnet capital (which ia a leverage ratio of 
about IS). Ifabrokenge firm it in ittfirtlyearirf operation aggr^atcindebttdnen muft not 
exceed BOO percent of net capital. To ntiily the net coital rule, die brokerage firm muK hold 
either die floor dollar amount or dte aggregate indebtedneH ratio, whichever it higher. 

Bank cafrital rules, on the other hand, categorize bants according to nfiethcr they arc weD- 
capltalized, adequately capllaliied, undercapltaliicd and so on. Tlic ability to enpge hi various 
activiiiet is very often conditioned (by Statute as well as by bank regulaKw) on a bank satisfying 
the icquiremcnB for the well- or adcquatdy-cqHtaUzcd category. Thus, well ca{ritalizcd 
insdiudoni may operate at a minimum leverage ratio of 10, adequately c^talizcd may operate at 
a minimum of 12M and under capitalized at a leverage ntdo of IS. In order to determine in 
which category a bank should be placed, three capital ratios must be evaluated.' 



Tbeae ihrcc ralioa arc: the ntal risk-lMscd capital niio wliidi measures 
weitbted assaaj Tier 1 lU-based caphal mia wfaidi nicaiuRi ller 1 a 
and leveiagc niio whidi mcuurcs Tier 1 capital to mai svcnge ucti. 
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Ctpial ta uidc by t pwtm bmk to wMbMi * bfofcer-dctkt mbddiuy would be coMidcied to 
be HI HWI of the bank br paipo*ei of the bank apkil rnlei ■■ wcO u GAAP and, dini, would 
be toduded in the bank^ cafriiaL If the brakcr-dealtr wcte ■ bank hoUng company tubtidafy, 
the coital rcqnircd aiNler the Net C(|tel Kiilc fcr the bank hoUns companjr mbatcGuy would 
not be Indnded In the bank'i c^iAaL Rather, h wonid be comoBdated «rith the Snandab 
prepared by the holdiiig company parent. 

CONCLUSION 

Clearly, under the Net Caphil Knle, bank btokcr-dcilcr lulaldiartei are tcqalred to hold at lean 
at Diiicb capital at noo-bank affiliated broker-dealen. In bet, bank capital icquircmcnti may 
leqiurc even higher capital to be held by the banking ocganizatlon and iti nibakfiaiiea. 
Conteqiiently, no competfttve advantage «4th reapect to t^nhtoiy capital requirementi cxisti for 
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